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Accounting News And Trends 


Current Reporting Practices 


Accounting Trends and Techniques, pub- 
lished by the American Institute of Account- 
ants, is now in its tenth edition. It analyzes 
the 1955 reports of 600 typical industrial 
corporations and shows some interesting facts. 


Only 59 of the 600 companies failed to 
present footnotes to the financial statements, 
in clarification of statement items or as 
added significant data. 

For the period 1946 through 1955 there 
has been a steady increase in the use of the 
combined income and retained earnings state- 
ment. 

Seventy-eight percent of the companies pre- 
sented their 1955 financial statements with 
statements of previous years to permit com- 


parison. In 1946 only forty-one percent pre- 
sented statements in comparative form. 

The traditional title “Profit and Loss 
Statement” has almost disappeared, being 


used only by ten percent of the companies 
in 1955. Titles such as “Income Statement”, 
“Statement of Earnings” or similar designa- 
tions are now more popular. The term 
“Balance Sheet”, while still the most common. 
has lost ground to such expressions as “State- 
ment of Financial Position” or “Statement of 
Financial Condition.” 


Over half of the companies have dropped 
the term “Earned Surplus” in favor of some 


variation of “Retained Earnings”. In 1948 
only seventeen percent had abandoned the 


old term. 


This book should prove most valuable, for 
reference purposes, to the practicing acceunt- 
ant, containing as it does a wealth of data 
on current reporting practices. The $15 cost 
would represent a worthwhile investment. 





Accounting News and Trends is conducted 
by Cuartes L. Savace, C.P.A. and member 
of the New York Bar. He is presently serving 
on the Board of Directors of the Nassau- 
Suffolk Chapter of our Society. 


Dr. Savage is professor of accounting and 
chairman of the Business Administration De- 
partment of Adelphi College. 
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Cash Budgets 


The greater need for cash budgets and for 


more effective use of cash balances is empha- 
sized by. the general decline in the liquid 
assets of most corporations. By the middle 
of 1956, all non-financial corporations showed 
a ratio of cash and Government bonds to 
current liabilities of about .48 to 1, down 
from .54 at the beginning of the year. This 
trend away from liquidity has been steady 
since the end of the war. A comment in the 
December, 1956 issue of the Burroughs 
Clearing House points out that 44% of cor. 
porations’ current assets were in cash and 


short-term investments in 1946 but had 
dropped to 23.6% by mid-1956. Heavier in- 


ventories, increased receivables, and new plant 
and equipment explain this change, but this 
shortage of liquid assets points up the in- 
creased importance of the financial man in 
planning all phases of corporate policy. 


Streamlining Auditing Techniques 


Two articles with the common objective of 
improving auditing techniques appeared in 
the Controller, (December, 1956) and in The 
Accounting Review (January, 1957). The 
first is “Audit of Cash” by Edward J. Taylor 
and the second is “Streamlining Auditing 
Techniques” by Herman W. Bevis. 

Mr. Taylor raises the question of whether 
too much time is not being devoted to the 
auditing of cash. He fully agrees with the 
two general areas of work in a cash audit. 
namely, the examination of procedures and 
the examination of balance sheet amounts. 
He also does not quarrel with the usual audit- 
ing steps in the examination of cash_pro- 
cedures. The author urges, however, that 
these procedures need not be applied to each 
and every bank account carried by the com- 
pany. i 

The habits of auditing cash have grown 
out of the need to allay the suspicions of 
owners of large businesses. But this  situa- 
tion is better met by improved systems of 
internal control rather than by detailed audit- 
ing. In general, the auditor should not be 
expected to vouch for greater accuracy 0! 
cash than of receivables or inventories. The 
author concludes with this summary of the 
cash audit: 
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for Under Today’s Tight Money Conditions, many 


7 ; businessmen and their accountants are finding that 
= their normal sources of capital can no longer 
supply them to the extent they require. For this 
Thi reason they are turning to factoring as a de- 
- pendable source of funds as needed. 
1€ 

= Providing a business with the money it needs, as 
and required, is but one of the functions of modern 
Vs factoring — a specialized form of commercial 
lant financing. We believe you will be interested in 
i reading two brief brochures which describe in 
i. detail how modern factoring is solving many of 


the credit and financial problems created by today’s 
competitive conditions. The first of these brochures, 
. entitled “‘How to Meet Today’s New Financial 


in 
The Requirements Through Modern Factoring,” 
The 








is one of the most comprehensive analyses ever 





i } published on the subject. The second brochure, 
wel designed for distribution to your clients, discusses 
the | factoring in non-technical language. Its title is 
= “The Protected Profit Program.” 
= Both of these publications are available without 
wl cost or obligation to members of the accounting 
he profession. Please write or call Mr. Walter Kelly, 
" ’ President, Commercial Factors Corporation, Two 
| Park Avenue, New York 16, N.Y. MU 3-1200, 
“we specifying the publications and quantities required. 
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financing . . . Mortgage financing 
. . « Inventory loans . . . to help 
ease this squeeze. 

For a professional approach to working 
capital requirements . . . work with a 
firm that understands your problems 
and your clients’ problems. Consulta- 
tion in strict confidence. 


Call for Bulletin A: “How a CPA 
Can Improve His Clients’ Financial 
Position.” 


Funps For Business, INc. 
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120 East 41st St. New York 17, N. Y. 
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“The ideal scope of auditing of cash is 
one in which only the steps essential in the 
circumstances are performed and waste mo- 
tion is eliminated. The key factor in apply. 
ing this program is the degree of internal 
accounting control and internal check found } 
in the client organization and their apparent 
reliability. Where the fiscal functions are 
performed entirely by one person, the scope 
of the audit would be of the greatest reason- 
able extent. As the fiscal work becomes 
more and more subdivided among employees 
so that the work of one acts as a check 
upon that of another, and the methods used 
are designed and executed to achieve that 
result, the scope of procedures applied by 
the independent auditor may be abridged, 
The ultimate in such abridgement . . . would 
be that the auditor examine cash balances 
on a test basis at a selected interim date and 
limit further procedures to reviews of trans. 
actions recorded between that date and the 
balance sheet date.” 


A Re-examination of Auditing Objectives 


After pointing out that fraud is no longer 
a basic objective of an audit of a large com. 
pany, Mr. Bevis raises the question of how 
many of the individual audit steps are still 
directed toward its detection. Since the an- 
swer is often in the affirmative, it is im- 
portant to reconsider the objectives of the 
audit. When the objectives are stated clearly 
and specifically, then the task of modifying 
or eliminating individual audit steps becomes 
much simpler. Thus the first step in stream- 
lining audit techniques would be te analyze 
critically the main purpose of the audit. 


Must Each Year’s Audit Be 
Self-Contained ? 


Mr. Bevis offers a new idea in auditing 
when he suggests that each year’s examina 
tion need not be self-contained. There is 
often little difference in an accountant’s ap: 
proach to the initial audit and a recurring 
audit. Each year is regarded as a separa | 
examination and the basic time-consuming 
audit steps—bank reconciliations, accounts re- 
ceivable detail work, etc.—are repeated annu- 
ally. Changes are made, of course, but in 
general each annual examination is expected 
to stand on its own feet without a great deal 
of reference to what went before or came } 
after. 

The author urges that a continuing engage: [ 
ment be regarded as uninterrupted in char 
acter with an expression of opinion stated 
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than has been done heretofore. The section; 
of an examination which usually require th 
greatest outlay of time, cash, accounts recejy. 
able, inventories, property, etc., are perhaps 
best adapted to the rotation approach, by 
almost every phase of an examination couli 
be so treated.” 


Mr. Bevis also mentions the excessive time 
spent on cash and suggests that the full cash 
program should be performed only ever 
second or third year. “Perhaps, in the alter. 
nate years, the work on cash should consis 
principally of a review of client records and 
questioning of employees by an experienced 
staff member, to ascertain that the company; 
regular procedures and controls had remained 
in effect.” 


Extension of the Interim 
Examination Approach 


This continuing audit approach is a logical 
extension of the practice of performing audit 
work at a date other than the year-end which, 
in turn, is justified on the ground that test 
have demonstrated the continuing reliability 
of the client’s records. The dispersing of 
audit tests over years rather than months i 
but a difference of degree. Such a chang 
in the scope of an audit must, of course, be 
supported by the current literature of the 
profession, and it might be that the elimina 
tion of all detail work in any one year in 
connection with inventory observation or cor: 
firmation of receivables would not be con 
sistent with the bulletin on Extensions o 
Auditing Procedure. 


Additional Audit Shortcuts 


Mr. Bevis’ comments on specific auditin; 
steps, are of interest. In working paper 
there is no need to prepare schedules whieh 
merely copy information readily available in 
the client’s records. Instead these recor: 
should be used and the working papers neti 
include only summary schedules and = 
ments of work done. With respect to cash 
the auditor should reconsider the purpose 
examining endorsements on checks, and the 
extent of testing required. The price testin; 
of inventories should be no more extensitt 
than necessary and oftentimes purchase order 
or catalogs are easier sources of prices that) 
invoices. In considering fixed assets, & 
preciation provisions should be reviewed b 
means of tests on an over-all basis rather tha} 


This could result in the uy} 
of the technique “of rotation on a wider scakf 










by numerous detailed computations. 
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Today cost reduction is first on man- 
agement’s agenda. Accounting reports 
should disclose weak spots in costs of 
every product, territory, class of cus- 
tomer, size of customer’s order, as well 
as in every function or department of 
the business. Conventional accounting 
does not furnish such vital informa- 
tion. Only when the irregularity is pin- 
pointed can immediate corrective ac- 


tion be taken. 
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These two articles by Messrs. Taylor and > 
Bevis are not only profound in their theoreti. | O 
cal implications but also contain practical 
suggestions which, if properly applied, can be té 
of considerable assistance to the practitioner 

in serving a client effectively with fewer man 
hours of staff work. 


Opinions and the Single Proprietorship 


Mr. Frank Giancola discusses the problem 
involved in rendering an opinion on _ the 
financial statements of single proprietorships 2. 
or partnerships in the Arthur Young Journal 
(October 1956). The possibility of large per. 
sonal obligations of the individual owners, or 
perhaps the inclusion of assets in the busi 
ness accounts with the exclusion from the 
books of the related liability, are some of 
the difficulties. Under current practice, the 
auditor can no longer limit his report to a 
statement of his findings. It is necessary that 
the auditor evaluate carefully the scope and 
significance of his examination and state the 
degree of responsibility which he assumes, 
There apparently is little authoritative litera- 
ture bearing directly on how these general 
requirements apply to the proprietorship, but 
the author cites a statement of the Committee 
on Auditing Procedure, issued in 1952, cover }-——— 
ing this point. “An opinion can be expressed THE 
on the proprietorship financial statements re- 
lating to a business entity provided possible 





and appropriate limitations are brought out anr 

in the financial statements or in the account: 

ant’s report.” The author continues: SHC 
“This solemn, if muffled, pronouncement 

contemplates the likelihood that the ‘possible 


and appropriate limitations’ need not be such 
as to negative the opinion. The decision i: 
consonant in every respect with the philoso: 
phy expressed in Statement No. 23, and in- 
plies that the problems of presentation of 
the limitations imposed by the nature of the 
proprietorship do not differ essentially from 
those which arise in any exceptions to deter 
mine their significance.” 


The author cites many illustrations of how 
accountants have described the limitations o 
proprietorship examinations. A_ typical om | —— 
is: 

“Effect has not been given in the accotl } (Jacceg 
panying statements to assets, liabilities o 
transactions of the proprietor which are no 
related to the proprietorship business. The | giving 
proprietor has represented to us_ that 1 
material personal liabilities exist which at 
not recorded in the accompanying balance 
sheet.” 
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He concludes with the hope that perhapp 
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FOR EXPERIENCED, Statistical Sampling and Audit Tests the 
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In an article on “Statistical Theory iy 

















WORK, . . ° ” . ° . ag 
Test Checking” in the Canadian Charter) “i 
CALL | Accountant, December 1956, Mr. E. L. Purse e 
. news 
successfully relates the theory of sampling t 
rcie O- ERAT ge ees : fore 
the auditors’ test checking. He points ov} ~ . 
BELL STUDIOS” W. 57th STREET | that there are three important points jy debe 
NEW YORK CITY which statistical sampling techniques are q like 
— ——S | variance with presently accepted audit pr. 
cedures: i 
Accountants | “J. Statistical methods require that the te 
ven 


Controllers sample should be drawn from the whok¢ 
: j % field to which the conclusions deduced fron 
agen Office Managers | the sample are to be applied. It would ther.~ PW 


| fore be unsatisfactory from the statistical — 


cK "Ss . P i 
p Bookkeeper viewpoint to restrict tests to only a part oi :. 
lon; 
ersonnel p 


good 


the year or to only a portion of the relevani 














sized examinations, the minimum size oj 
sample indicated by statistical theory is sub} line a 
| stantially greater than that commonly used a. 
- ™ by auditors. a 
ACCOUNTS “3. Statistical methods require that the} Push 
sample be selected from the field on if pop o 
RECEIVABLE mathematically random basis, without inter 7 
ference of human judgment or convenience} ; hib 
LOANS eee 
« resent practices in audit testing appearti} Row. 

. s have been successful, however, despite thei 
A unique Service for those of departure from statistical theory, probably 
your clients who can profitably because this deficiency has been mitigated |) 


use additional Working Capital extra work undertaken by the auditor. Tht 
P author concludes that sampling is most sui 


in their business able where the volume of transactions § 
large but warns that the general adoption «i 
¢ if } statistical methods for test checking woul) 


7 

| records. lot a 

509 Fifth Avenue | “2. Statistical theory gives little weight t 2. 
gency New York 17, N. Y. | an increase or reduction in the size of thf ‘loud 
’ Rar | field in calculating the necessary size of san§ of Wé 
MUrray Hill 7-3250 | ple. With a relatively small field, such af World 
| might be found in many small and mediun§ but | 
| Canac 











LOWEST RATES - | involve several practical difficulties. ai 
: A longer and more detailed article on thi 
* NON-NOTIFICATION subject by E. W. Gaynor appears in [hi A 
Internal Auditor of December 1956. Tl M 
Ona | tone of this article is more favorable to tli 


use of statistical sampling and emphasiz 
that in the adoption of this technique ther 
is no substitution of mathematics for ju: 
ment. The author points out that this a Con: 
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New York City La 4-7661-2 to make a considered judgment and decisii\} 
: a The article outlines methods by which sa) MID 
serving your clients over 20 years ling enables the auditor to reach the poi} 1441 
. ee ae of decision sooner and with greater confident 
a a than with other methods of testing. 
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An Adirondack View 


Well, the New Year has come and we | 


are now really in it. 


the drain—as_ usual. 
Predictions for 1957 business have been in 
magazines, newspapers, radio, and TV. Will 


Rogers had it pretty easy with only the 


newspapers to keep up with. Of course, these | 


Ninety-nine point three | 
percent of the resolutions have gone down | 


forecasts for 1957 by different groups of per- | 
sons don’t agree—CPAs don’t always agree | 


either. 
like this: 


1. The people of the U. S. will continue 


Boiled down and sugared-off it looks | 


to try to build Rome in a day—well, a year. | 


Even with the money created by loans and 


good credit, there is a limit to our man- | 


power. And we don’t have any electrenic, 
atomic, or plutonic machines which can roll 
out 4-lane roads mile after mile by automa- 
tion; or a machine that can set on a vacant 
lot and hatch a 5-room house in 15 minutes. 


2. War possibilities hang over us like the 
clouds that come and go. War and the threat 
of war is the biggest economic waste in the 
world. Man thinks he is the smartest animal 
but he is a dumb ox about this. Behold, 
Canada and the U. S. don’t defend their 
line and their economies top the world. 


3. The peaks in our economic charts have 
the volcanic lava of inflation beneath them. 
Push them too high and they will begin to 
pop off. 


4, Prosperity is great stuff, but let’s not 
imbibe too freely—and land again in Skid 
Row. 


Leonard Houcuton, CPA 


Saranac Lake Branch of 


the “Adirondack Chapter” | / 
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American Appraisals 
correct errors in 
property accounts 


Continuous American Appraisal Serv- 
ice® is an effective method of property 
control—reflecting changes in physi- 
cal assets and fluctuations in value. It 


keeps property records in line with 


property facts. 
The 
AMERICAN 


APPRAISAL 


Company 
leader in property valuation 
HOME OFFICE: MILWAUKEE 1, WIS. 














Letters to the Editor 


Emergency Professional Assistance 


In recent months, our committee has been 
called upon for assistance to disabled prac- 
titioners and for counsel in the transfer of 
practices of deceased members. 


Out of our experience, an important factor 
has been re-emphasized. Stated simply, it is 
that the value of the committee’s aid is in 
direct relation to the promptness with which 
its assistance is sought. The longer it takes 
to bring an emergency to the attention of 
our committee or to appropriate committees 
in the Chapters, the less effective will be our 
assistance. If each individual practitioner 
will make this known to his staff and to his 
family, I feel certain that the benefits to be 
realized can be increased to a marked degree. 


Apert Krauter, CPA 


Chairman, Committee on Problems 
of the Individual Practitioner 


Travel and Entertainment Expense 
and the Entertainment Field 


In Jack Schlosser’s interesting article on 
Travel and Entertainment Expense (The New 
York Certified Public Accountant, Decem- 
ber 1956), he stated, in discussing J. R. S. 
Publication No. 300, that the determination 
of a taxpayer’s home “should not present 
great difficulties. Where the taxpayer has 
two such places of business or employment, 
his stay at the subsidiary post of duty must 
be temporary in nature and not indefinite”. 
The definitions of the words temporary and 
indefinite are, to my mind, the key to this 
problem. I. R. S. Publication No. 300 has 
not clarified the confusion created by the 
courts which, in Tax Court Memo 192-1954, 
held that three months was too long to be 
a temporary stay and turned right around in 
Tax Court Memo 276-1955 and held that 36 
months could constitute a temporary stay. 


I agree with Mr. Schlosser’s statement that 
to be temporary a stay away from home must 
terminate with reasonable definiteness in the 
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near future. I vividly recall the calm and 
erudite discussion I had with my Appellate 
Auditor, in the case outlined below, concer. 
ing the definition of “near future” and the 
meaning of “reasonable definiteness”. My 
opposite number produced equally as good 
arguments to support his position as I gener. 
ated to uphold my stand. He, of course, 
held steady and I left the meeting with the 
feeling that matters of interpretation represent 
the ingredients from which the satisfactions 
of CPA practice are derived. 


One of the most unfortunate tax cases our 
office ever handled turned on the definition 
of temporary and indefinite. The case in- 
volved an entertainer who was away from 
child and husband for a twenty-week period 
under a contract for a fixed period of time. 
All deductions for “travel expenses away 
from home” were disallowed by the Office 
Auditor, even though the contract term was 
fixed and the stay away from home was 
temporary and not indefinite. The agent in 
the Appellate Division held that twenty weeks 
was too long a time to be a “temporary peri- 
od”. It was his interpretation against mine, 
As the matter involved approximately $1,500 
of expenses, neither the taxpayer nor I had 
the time and money to carry this matter to 
the Tax Court. So—we lost the case. 








Your readers may be interested in an idea 
that has occurred to me while appearing be. 
fore Auditors of the Internal Revenue Service 
as a representative of taxpayers in the spe- 
cialized entertainment field. This type of 
audit examination seems to cry out for Agents 
who are familiar with the trade customs and 
business ways of this field. I have written to 
the Commissioner of Internal Revenue and 
asked for the assignment of Auditors with the 
proper background to audits involving the re- 





turns of actors, singers, dancers, conductors, € 13 of 
choreographers, press agents, producers and 
others in this field. 

These taxpayers have in addition to many | gocoyyy 


expenses common to most tax returns, such PANSURED 7 
items as: travel away from home; agents com | $10,000 
missions; publicity; rent of studio or rehearsal P RESOURCE 
space; and coaching for special parts. It} OVER 
83,000,00 







is almost impossible to explain to an Auditor 
or Agent assigned to examine these returns, 
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the nature of these expenses. Many of these 
creative people in the entertainment field are 
not business oriented and cannot afford busi- 
ness managers, and yet they find themselves 
in the early stages of their careers, inarticu- 
late and bewildered before a_ friendly tax 
examiner who has no specific knowledge of 
their particular field. A greater percentage 
of these returns than those of other profes. 
sionals are examined because of the nature 
of the deductions. 


My own method of presentation has been 
to give the examiner a brief resume of the 
business transactions encountered by the pro- 
fessionals involved. In other words, I try to 
make clear the distinction between an agent, 
press agent and manager. I try to point out 
why tipping a dresser is a necessary and 
ordinary business expense, or why an actor, 
on a theatrical road tour who is signed to 
a standard Actors’ Equity Association con- 
tract, is never reimbursed for travel expenses 
out of town. This contractual feature, which 
has existed for 35 years, should be known to 
representatives of the Internal Revenue Serv- 
ice. 

If Agents and Auditors were made specialists 
in this and other specialized fields, our task 
as accountants would be greatly simplified, 
taxpayers not represented by accountants 
would feel more at ease and the Internal 
Revenue Service would benefit by expeditious 
closing of many small cases. 


Today, the Agents and Auditors are courte: 
ous, helpful and understanding, but if they 
were given some orientation in specialized 
fields they probably would become of greater 
value to the Internal Revenue Service. |, 
for one, am willing to volunteer my time to 
the Service to lecture about the specialized 
areas that I am familiar with. The most 
efficient Agent I have run into is a former 
stage director turned Revenue Agent who is as 
anxious to audit an actor’s return as I am 
to have him do it. 


Ropert M. Carr, CPA 
New York, N. Y. 


The Disclaimer and Interim Reports 


I respond to Stephen Chan’s query in 
this column of the December 1956 issue which 
explores the Statement No. 23 disclaimer 4s 
it relates to reporting standards. 


To my mind, there are disturbing elements 
to any disclaimer on technical grounds which 
at the same time acts as a conscious smoke 
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screen for discrediting facts or obvious viola- 
tions of accounting principles and consistency. 


Whether or not legal responsibility exists, 
the certified public accountant ought not to 
jssue a report unless there is disclosure of 
factors that materially affect its evaluation. 
Otherwise, such unsaid mental reservations 
would tend to destroy the credibility of 
uncertified interim reports which form the 
basis for trust and reliance by banks and 
other third parties. 

For this reason it is suggested that this 
sentence follow the disclaimer “. . . . How- 
ever, we know of no facts that would dis- 
credit the representations contained in this 
report.” If the auditor cannot make this 
statement then, I believe, he is duty bound to 
explain in the transmittal letter. 


BenysaMiIn M. Sicet, CPA 
Staten Island, N. Y. 


Municipal Taxation and Bear Traps 


I delayed reading your November issue 
until yesterday. I was particularly interested 
in the two articles by William Etkin and 
Harold Fertig on Municipal Taxation. (New 
York City Sales and Gross Receipts Tax). 

Perhaps their purposes were limited, and if 
so they undoubtedly achieved the results they 
intended. 

I would like to comment on a sentence in 
Mr. Fertig’s article which appears on page 
655. For convenience I set it forth, as 
follows: 


Upon the conclusion of the formal 
hearings, a final Notice of Determination 
is signed by the Special Deputy Comp- 
troller and mailed to the taxpayer. This 
determination is irrevocable and may 
only be reviewed upon application to the 
Supreme Court within 30 days after such 
determination, provided that the tax to- 
gether with penalties and interest, be 
deposited with the Treasurer or an 
undertaking be filed with the Comp- 
troller. 


I believe that the requirement, if not in 
the statute, then at least practically, is for 
the deposit of the assessed tax, penalty and 
interest, plus a bond for a similar amount 
to cover possible costs in connection with 
Supreme Court and Appellate Division re- 
view. In other words, before you begin to 
fight a tax determination you must deposit 
twice the assessment in cash. (No bonding 
company will write a bond for costs unless 
you deposit the amount thereof in cash). 
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APPRAISALS 


NATIONAL ORGANIZATION OF 
APPRAISAL ENGINEERS 


STANDARD APPRAISAL COMPANY 


ccrrengaen 6 CHURCH STREET cHicAae 
PHILADELPHIA NEW YORK, N. Y. LOUIS 


If someone scraped fenders with you on 


the way to the office this morning and 
served you with a $5,000 summons and 
complaint for personal injury and property 
damage in the afternoon, what would you 
think of a law which would require you as 
defendant, to post $10,000 in cash before you 
could even interpose a defense? 


And if you think that this example is 
far fetched then I am ready to debate that 
issue alone. As a matter of fact I am ready 
to assert that the City’s relationship with 
the taxpayer is so weighted in favor of the 
City (and they are quite well aware of it) 
that my example is not strong enough. 


It is one thing to make an outline of 
Administrative Procedures. It is quite another 
to write a lively article pointing out to the 
profession where the bear traps are and 
inveighing against them because they are 
unfair and should be expunged from the lav. 


The Sales Tax Law and the administration 
thereof, are chock full of unfair provisions 
and interpretations which the administration 
is only too cognizant of and too willing to 
use to achieve a desired result. 


Let’s not have straight news (important | 
admit) without an editorial chaser, and some 
critical comment on the side—constructive 
criticism if you will. Let’s not swallow 
everything whole, like medicine. Let’s taste 
it as it goes down. And if we don’t like it, 
let’s say so. 


Leo Sussman, CPA 
New York, N. Y. 
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Classified Section 


RATES: “Help Wanted” 20¢ a word, minimum $5.00. “Situations Wanted” 10¢ a word, minimum 


$2.00. 
words. 


“Business Opportunities’’ 15¢ a word, minimum $3.00. Box number, when used, is two 
Closing date, 10th of month preceding date of issue. 


ADDRESS FOR REPLIES: Box number, The New York Certified Public Accountant, 677 Fifth 


Avenue, New York 22, N. Y. 


HELP WANTED 


Young CPA, for permanent position with 
growth possibilities by practitioner with 
clients in Manhattan and New Jersey now 
employing two assistants. Box 1101. 


BUSINESS OPPORTUNITIES 


Mail and Telephone Service, desk pro- 
vided for interviewing, $6.00 per month, 
directory listing, Modern Business Service, 
505 Fifth Avenue (42nd Street). 


Attention Mr. Accountant, larger facilities 
and better equipped than ever to handle your 
typing problems, tax returns reproduced in 
form acceptable by federal and state, reports 
typed accurately and attractively, thoroughly 
checked, Lillian Sapadin, 501 Fifth Avenue, 
MUrray Hill 2-5346. 

Justin Jacobs, 


Investment Information, 


Digby 4-7140. 


Statistical Typing, IBM typography, offset 
printing, Gitsham’s, 480 Lexington Avenue, 
N. Y. 17, PLaza 5-6432. 


CPA, N. Y., N. J., AIA, heavy tax, systems 
background, offers substantial cash, experience 
for practice, accounts or interest, with or 
without office, confidential. Box 1095. 


CPA, 32, 7 years public experience seeks 

association with overburdened practitioner 

offering partnership opportunity, capable of 

ene practice, willing to relocate. Box 
is 


IBM electric typewriter, 24” carriage, elite 
type, perfect condition, best offer, call UNi- 
versity 5-8021. 


CPA, with small clientele, good background 
and available cash wishes per diem work or 
full time management of larger practice lead- 
ing to purchase of interest. Box 1099. 
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BUSINESS OPPORTUNITIES 


Statistical Typing, tax returns and financial 
statements, high standards of quality work, 
typed on IBM electric typewriters and checked 
for perfection under supervision of Mrs. 
Emily Gagliano, 15 years experience, excellent 
references upon request, work picked up and 
delivered promptly, CLoverdale 8-5090. 


SITUATIONS WANTED 


CPA, age 40, 20 years public experience in 
all phases of accounting, with emphasis on 
institutions, nonprofits, fund raising, hospitals, 
investments, funds, real estate, seeking part- 
time or per diem work. Box 1096. 


Attention Nassau Accountants, a specialized 
service for you centrally located in Hempstead, 
reports expertly typed on IBM typewriter, tax 
returns reproduced on Bruning Copyflex, 
Statistical Typing Service, 19B W. Columbia 
St., Hempstead, [Vanhoe 3-8081. 


CPA, society member, 20 years diversified 
public experience, thoroughly experienced 
taxes, reviewing, audits, available per diem 
basis. Box 1098. 


Tax Accountant, CPA, thorough knowledge 
and experience in all phases of taxes, desires 
connection with firm having a heavy tax prac- 
tice, New York City. Box 1100. 


CPA, society member, excellent background 
as senior accountant, controller, office man- 
ager, 15 years heavy diversified experience, 
desires responsible positien, public or private. 
Box 1102. 


Tax Accountant, CPA, attorney, age 33, 
thorough experience all phases taxation, plus 
sound auditing background, seeks position 
offering partnership potential. Box 1103 
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Mr. Meadow Brook’s plan of accounts receivable financing 
and/or inventory loans can cure the growing pains of your client's 
business by providing the necessary working capital. 


This is a revolving credit plan with no fixed maturities which- 


in no way interferes with the general conduct of your business. 


FOR FURTHER INFORMATION CALL MR. HENRY DENGEL 
IVanhoe 1-9000 — West Hempstead, N. Y. 
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Perspective 


There are some viewers of the history of industry and the 
professions who say that the day of the giants seems to have 
passed. They point to Carnegie, Rockefeller and Ford as 
legendary figures and express disillusionment at their replace- 
ment by great organizations, relatively impersonal, but marvel- 
ously efficient. 


The glorious past of the accounting profession is conducive 
to such a nostalgic view. The giants of the early days of the 
Twentieth Century are but names to the active practitioners 
today—Haskins, Lowes Dickinson and Montgomery. The 
earliest presidents of our State Society —Charles Waldo 
Haskins, Farquhar J. MacRae, Franklin Allen, John R. Loomis, 
Henry R. M. Cook and William Weiss (president in 1913 
when our Society had a membership of 354) could hardly 
envision the tremendous development of the profession—huge 
libraries of books on accounting, thousands of pages of tax 
law, regulations, rulings and decisions, statements on account- 
ing procedure and auditing procedure, spreading ramifications 
into cost analysis, systems, management audits and counseling, 
electronics and automation. ~ 


It is perhaps the development of industry and its growing 
complexity with the necessity for specialization which accounts 
for the feeling that the giants belong to the past. It is a 
commonplace that in science the fields are constantly narrowing 
in which a man can make himself a master. There is enough 
of a suggestion of truth in such a view to create concern that 
a similar trend in our profession may result in a loss of true 
human greatness. 


There is danger in too much specialization; very little 
danger from a technical point of view, some danger from the 
professional viewpoint, but grave danger from a_ personal 


1957 93 








The President's Page 


viewpoint. In today’s complex, dynamic world, specialization 
is technically necessary. There must be men to delve deeply 
into every phase of accounting. Let us hope, however, that 
there will still be room for accountants in active practice to 
be able to survey the whole field of accountancy and talk 
or write of it as a unified whole with its close relations with 
industry and finance. 


More importantly, there is a personal danger in over- 
specialization, for as our field of work narrows, so may our 
view of life. We are, in a sense, in mid-stream on this. The 
era of specialization, of automation is upon us. Many of the 
mature members of the profession have a vision that ranges 
far—Max Block wrote in his column in The New York Certified 
Public Accountant of the deep meaning of Dr. Smiley Blanton’s 
Love or Perish; Maurice Peloubet has separate worlds of 
Aztec civilization and of poetry; Samuel Duboff breathes 
easily in the rarefied literary air of Proust; Leo Mattersdorf 
is a keen astronomer and is not only President of the Amateur 
Astronomers Association, but is the author of a fascinating 
book on astronomy. 


The younger members of the profession are the ones under 
pressure—the vast amount of technical accounting and tax 
material to absorb, the more constant pressure of work through- 
out the year, the greater complexities of clients’ business to 
understand, the insistence of television, the more closely knit 
community lives, added to the problems of home and family, 
seem to leave little opportunity for breadth of study and vision. 
This is the danger, for worthwhile interests grow only out of 
early application to them—rarely out of late leisure. This is 
an appeal for the conscious development of some interest out- 
side of professional work—an interest not merely of relaxation 
such as golf or bridge, but one that will permit of mental 
growth in it. This is a need of the profession so that its 
practitioners will in the next decade or two have breadth as 
well as depth. This breadth in matters other than the pro- 
fession will lead to breadth in the profession and beyond it— 
to insure that the day of the giants does not belong to the past. 


Artuur B. Foye, 
President 
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| Banks by CPAs and 


By Herpert E. Kirmnse, C.P.A. 


as a Principal Bank Examiner. 


It is surprising how many people, 
well-versed in accounting and financial 
matters. will talk about auditing a bank, 
or examining it, as if these terms were 
properly interchangeable. So what! 
might be the initial reaction to this. 


, Major Differences Between Audit of 





Hersert E. KirmMse, C.P.A., is -a 
member of our Society and of its Com- 
mittees on Banks and Savings Institu- 
tions Accounting and on Cooperation 
with Bankers. He is a Principal Bank 
Examiner with the New York State 
Banking Department and a member of 
the faculty and Board of Governors of 
the New York Chapter of the American 
Institute of Banking. 

This article has been adapted by the 
author from a paper presented by him 
} at the Society’s technical meeting held 
on November 19, 1956 under the aus- 
pices of the Committee on Banks and 
Savings Institutions Accounting. 
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Examination by 


State Banking Department 


In discussing the major differences in the examination of a bank by 
CPAs and by the State Banking Department, the author delineates 
various areas of responsibility. The views expressed in this article are 
those of the author and do not necessarily represent the official attitudes 
of the New York State Banking Department with which he is associated 


Admittedly, there are differences be- 
tween an audit and an examination, but 
are they significant enough to warrant 
pin-pointing and classifying? Would a 
discussion of the major differences be- 
tween the functions and objectives of 
the independent auditor* and those of 
the bank examiner be of sufficient im- 
portance to persons affected by the 
accounting profession and by the bank- 
ing business? That the distinction be- 
tween auditing and examining does call 
for exposition is strongly affirmed by 
leading bankers, accountants, supervi- 
sory authorities and financial editors 
who have on occasion been hard 
pressed to explain to the public why a 
sensational defalcation was not detected 
by the governmental examiners, or 





* The “auditor” and “accountant” 


words 


appearing in this article refer to the inde- 
pendent certified public accountant. 
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why a deterioration in the quality of 
assets was not reported by the CPAs. 


Chief Similarities Between the Work of 
Accountants and of Bank Examiners 
Perhaps one reason for the popular 

misconception of the actual functions 

and responsibilities of the outside audi- 
tor and of the bank examiner is the 
similarity of certain areas of their work. 

The following comparison indicates the 

similar nature of some of the duties of 

outside accountants and bank exam- 
iners. 


General Similarities: 

1. Control and proof of assets and 
liabilities. 

2. Verification of records. 
Inspection of vouchers and docu- 
ments. 

4. Review of income, expenses, and 
accrual system. 

5. Reconcilement of capital funds and 
reserve accounts. 

6. Review of system of internal con- 
trols and adequacy of audit safe- 


guards. 

7. Review of minutes of meetings of 
stockholders, directors, and com- 
mittees. 


8. Review of requirements of banking 
law and of by-laws. 


Specific Similarities: 

1. Controlling, counting, and proving 
cash, cash items, and exchanges. 

2. Verifying and reconciling accounts 
due to and due from banks, savings 
and loan associations, credit unions, 
and various governmental bodies. 

3. Checking, proving, and confirming 
security investments. 

4. Checking and proving unsecured 
and secured loans, and loan col- 
lateral. 
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5. Checking and proving mortgage 
loans. 

6. Close review of liabilities to ascer. 
tain possible kiting, overdrafts, dis. 
position of return items, proof of 
certified and official checks, analysis 
of dormant accounts, etc. 


~] 


Ascertaining of possible contingent 
liabilities. 


While the foregoing list does not at- 
tempt to encompass all of the similar 
tasks usually undertaken by both ac. 
countants and examiners, a review of 
them, particularly by persons unfamil- 
iar with the special problems inherent 
in bank audits and examinations, might 
well lead to the question: “How much 
more can possibly be required to per- 
form an acceptable audit or examina- 
tion?” This is a proper and pertinent 
question the answer to which will serve 
as the focal point for the subject under 
consideration, namely, the major dij- 
ferences between the audit of banks by 
certified public accountants and exami- 
nation by the New York State Bank- 
ing Department. 


Basic Differences Between CPA Audit and 
State Banking Department 
Examination 
Just as we have purposely and neces- 

sarily reviewed the areas of similarity 
between the work of examiners and 
accountants it might now be profitable 
to explore the points of dissimilarity as 
shown in the following comparison. 


Functions Frequently Performed by 
Accountants and Not Generally Per- 
formed by Bank Examiners: 

1. Direct confirmation of deposits and 
loans with depositors and_ bor 
rowers. 

2. Detailed audit to determine that the 
figures which represent assets and 
liabilities correctly reflect and rep- 
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resent the result of various transac- 
tions. 


3. Detailed check of income accrued 


and received, and detailed vouch- 
ing, for a period, of expenses ac- 
crued and paid, to determine 
whether bank was receiving income 
to which it was entitled, whether 
expenses were properly chargeable 
and paid, and whether taxes were 
computed correctly. 


. Study of the bank’s systems, pro- 


cedures, records, manuals, person- 
nel effectiveness, work flow, and 
mechanization to determine costs 
and overall operating efficiency. 


Functions Frequently Performed by 
Bank Examiners and Not Generally 
Performed by Accountants: 


. Analyzing investment policies and 


portfolio for safety, liquidity, suita- 
bility, continuity of income, industry 
outlook and relation to capital ade- 
quacy, secondary reserve require- 
ments, and asset composition. 


. Making detailed credit analysis of 


borrowers as related to purpose of 
loan, degree of risk, prospects of re- 
payment in accordance with terms, 
probable effect of type of loan 
(both short-term and long-term) on 
bank, borrower, local community 
and national credit policy; _list- 
ing undue concentration of similar 
types of collateral on secured loans; 
analyzing margin of exposure to 
possible loss or frozen condition as 
measured against capital adequacy. 
loss reserves, liquidity requirements, 
and deposit behavior. 


. Determining whether the investable 


funds of the bank are employed in 
such manner among the various 
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asset categories so as to benefit the 
commerce, industry, employment, 
thrift, and general welfare of its 
depositors, borrowers, stockholders, 
and citizens of the State. 


4. Reviewing and reporting on ability 
and policies of management, trend 
of affairs, and overall effectiveness 
in serving the financial needs of the 
community. 


Differentiation of Responsibilities 


These are the basic although by no 
means all of the consequential differ- 
ences between audit of a bank by cer- 
tified public accountants and examina- 
tion by examiners of the New York 
State Banking Department. It is evi- 
dent that each carries its own signifi- 
cance in assisting banks to fulfill their 
indispensable functions in today’s econ- 
omy of credit-granting, saving, invest- 
ment, and the furnishing of checking 
account currency. Granted that most 
bankers and accountants are  well- 
informed as to the distinctive spheres 
of CPAs and bank examiners and the 
general scope of their work, is it not 
too much to expect the average bank 
customer or the public to make a fine 
differentiation of the responsibility at- 
ributable to management, accountants, 
or examiners when a sensational defal- 
cation makes headlines or an embezzler 
wrecks an institution? At such times 
people evince an unusual interest in the 
internal workings of the organization, 
want full disclosure of the lapse of in- 
tegrity and wish to know why it was 
not detected earlier and what will be 
done to prevent recurrence. 


The responsibility for seeing that 
effectual internal controls and audit 
safeguards are established and main- 
tained rests with manageme: t. That is 
the position consistently ana properly 
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taken by the bank supervisory authori- 
ties. In banks where internal controls 
were weak or non-existent and where 
there was no audit by outside account- 
ants, or where the scope of the audit 
was insufficient, the directors have been 
called upon to authorize the protective 
measures expected today of every finan- 
cial institution. 

In the past few years banks have 
accelerated their programs of bettering 
audit controls and safeguards internally 
by providing for and strengthening 
their own audit departments, and ex- 
ternally through more extensive use of 
the services of certified public account- 
ants. Bank supervisors, the American 
Bankers Association, the American In- 
stitute of Banking, CPA societies, and 
other sources are all steadily advanc- 
ing the principle of prevention rather 
than detection in the field of audit pro- 
tection as the guiding philosophy for 
bank management. 


Opportunities for the CPA 

For the qualified certified public ac- 
countant interested in entering the field 
of bank auditing, the present time and 
the immediate future offer attractive 
opportunities to acquaint banks with 
the variety of services they are pre- 
pared to furnish. The use of the term 
qualified accountant is intentional, for 
a number of accountants and account- 
ing firms are not inclined or desirous 
of devoting the study required for bank 
work. Moreover, many staff members, 
for one reason or another, have felt 
that bank auditing is unduly special- 
ized. For those accountants and firms, 
however, who wish to investigate the 
field of bank auditing, the following 
observations may be of interest. 

When bank directors select certified 
public accountants to assist them in 
their annual examination they look for 
an expert report, free from internal 
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management opinion, showing the con- 
dition and affairs of their institution, 
The directors, as well as officers and 
employees, expect the accountants to 
be experienced in bank operations, and 
are quick to detect evidence of unfa. 
miliarity with banking processes and 
procedures. There should be no cause 
for repetition of an observation made 
some time ago by a comptroller of a 
good-sized bank: “We had to teach the 
accountants the fundamentals of bank. 


ing.” 
Reports to Directors 


A significant fact not always realized 
by independent accountants is that 
their report to the directors, by whom 
they were personally selected, may pre: 
sent a viewpoint not always reflected in 
reports prepared by internal auditors 
or governmental examiners. When the 
bank examiners ask for the latest report 
of the CPAs (and they always do) 
what do they hope to find? Certainly 
not just a routine recital of cash and 
bonds counted and proofs taken, or 
even simply a repetition of the verifi- 
cation procedures employed by the bank 
examiners. Instead, the bank examiners 
expect to see a complete report evi- 
dencing coverage of those procedures 
previously cited in this discussion as 
not usually performed by examiners, 
namely, direct confirmation of deposits 
and loans, detailed audit of assets, lia- 
bilities, income and expense, and an 
opinion as to the effectiveness of the 
bank’s internal accounting ~-and _ avdit- 
ing systems. 


The Question of Audit Costs 


The question of cost has been cited 
in many instances as a major deterrent 
to providing for more than_ token 
audit safeguards, particularly in_ the 
medium-sized and smaller institutions. 
A recent and pertinent answer to this 
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question of cost was given recently at 
the New York State Bankers Associa- 
tion’s seminar on Bank Management 
Problems as follows: 


Question by Dr. Marcus Nadler, Modera- 
tor, and Professor of Finance, New York 
University: “At what point does expendi- 
ture for internal audit and control be- 
come non-preductive waste, and to what 
extent can blanket bond protection re- 
place audit?” 

Answer by Frank W. Krippel, Chief 
National Bank Examiner, Second Federal 
Reserve District: “I don’t think the 
surety bond can ever replace an audit. 
It is part of it. They go together. A 
surety bond covers in case your audit 
slips. I have yet to see a bank that is 
spending too much for audit and control. 
I don’t think that time will ever come.” 


George A. Mooney, New York State 
Superintendent of Banks, has_ stead- 
fastly advocated the essentiality of 
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auditing protection as an integral part 
of the proper operation of any financial 
institution including those of the small- 
est size. 


Conclusion 


Certified public accountants who are 
contemplating a re-appraisal of the op- 
portunities for service to banking or- 
ganizations, will find a field where their 
special talents are needed, their recom- 
mendations valued, and their experi- 
ence broadened. If this analysis of the 
major differences (and similarities) 
between audits of banks by certified 
public accountants and examinations by 
New York State Bank Examiners leads 
to a better understanding of the func- 
tions of each, it will have served its 
purpose. 





Need for Independent Bank Audits 


The recent closing of a $7 million national bank, which brought near- 


tragedy to its Catskill community, sharply reminds every director vf a 


financial institution of his responsibilities in that capacity. 


The failure 


was caused by misapplication of funds of over $1,300,000... 


This was a “one-man” bank, handling 70 per cent of the business 


in its community. 
outside accountants. 


It had no audit controls and was never checked by 
Had either of these safeguards been present, it is 


doubtful whether the manipulation would even have been attempted .. . 


It should be of interest to all directors that a review of 198 banks 
and trust companies under the supervision of this department revealed 


that only ninety-six had wholly satisfactory audit programs. 
no independent audits and no internal auditing. 


Nineteen had 
Under the circumstances, 


the Department is planning to seek legislation to make such audit controls 


mandatory. 


from the 1956 ANNUAL Report, Superintendent 


of Banks, State of New York, December 31, 1956. 











Some Factors to be Considered in 
Determining and Evaluating 
Fund-Raising Costs 


By Joserpu A. LoewenstEtn, C.P.A. 


It has been estimated that a total of over 3 billion dollars annually is 
contributed to religious, educational, health and other charitable agencies, 
funds and foundations. Fund-raising cost ratios are constantly being 
scrutinized. The author describes the many factors to be considered in 


determining such costs. 


The cost of raising funds for educa- 
tional, scientific, religious and other 
non-profit organizations has been of 
mounting concern to governing boards, 
supporting agencies, contributors and 
even to governmental bodies. Witness 
the recent enactment of Article 10A of 
the Social Welfare Law of the State of 
New York requiring, among other pro- 
visions, registration of organizations so- 
liciting contributions in that State, the 
registration of professional fund raisers 
and solicitors, and the filing of annual 
financial reports. Other governmental 
jurisdictions have passed, or are con- 
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templating the enactment of regulatory 
laws of similar significance. This arti- 
cle is concerned with fund-raising cost 
factors and does not attempt to discuss 
applicable account-keeping problems. 


Diverse Factors Affecting Costs ~ 

Before conclusions are drawn as to 
the relative ratios of fund-raising costs 
of one organization with another, or of 
one year with another of the same or- 
ganization, attention is directed to some 
of the diverse factors affecting the re: 
sults and costs of fund-raising pro 
grams: 


The “case” presented to the public. 


No a 


Whether it is national or local. 
Whether the appeal is by a fund- 
raising agency or community chest. 
4. Whether the appeal is by a religious 
body, health agency, relief organi: 
zation, or by a cultural, educational. 
or community relations agency, oT 
some other form. 
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5. Whether the appeal is sectarian or 
non-sectarian. 
6. The make-up of the solicitable group 
—whether a_ select high-income 
group approached via personal so- 
licitation, or an overall effort via 
meetings, functions, volunteers, mail 
and newspaper appeals, or house-to- 
house canvass. 
If the approach is national, is it 
through regional offices or chapters, 
or solely through national office so- 
licitations? 


~) 


Because of the diversity in the com- 
position of the factors of solicitable 
groups, in methods of approach, allo- 
cations of costs, and dissimilar presen- 
tations of fund-raising expenses under 
varying classifications, great care must 
be exercised in attempting to make com- 
parisons, in order to avoid misleading 
statistics. 


National organizations which depend 
for their major support on allocations 
from fund-raising agencies or com- 
munity chests generally have low fund- 
raising costs, because such costs often 
are borne by the soliciting agencies and 
are not reflected in the receipt-cost 
ratios of the beneficiaries. It is also to 
be noted that expenses for soliciting 
allocations from such agencies are at 
times referred to as “educational”, 
“public information”, “public _ rela- 
tions”, or “public interest”, and are 
not published specifically as fund- 
raising costs in their reports. 


Published Classifications of Costs 


An organization in its public rela- 
tions program may disseminate infor- 
mation concerning new discoveries; or 
report on advances in its field for na- 
tional and international studies; or hope 
to attract prominent researchers, physi- 
cians or others to its staff; or broadcast 
its accomplishments for the benefit of 
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those requiring its services. If the re- 
sults of published reports also stimulate 
potential benefactions as a by-product, 
the program may be considered _rea- 
sonably successful from a public rela- 
lions viewpoint. 


It is admitted that some valid fund- 
raising costs are included in general 
classifications designated as “public in- 
formation”, “regional office expense”, 
“public relations’, or other indefinite 
headings. To attempt to extract specific 
fund-raising costs imbedded in such 
categories would be a difficult proce- 
dure because of so many intangibles 
and the necessity for allocations via 
arbitrary prorations. 


The reliability of data must rest on 
the qualifications, experience and in- 
tegrity of those who present them. If 
the tabulations are based on consistent 
periodic studies, reviews, and evalua- 
tions; if the premises are reasonable 
and logical and are submitted by those 
whose judgments are considered sound, 
then the results shown may be consid- 
ered dependable. 


Proration of Overhead 


At the outset, a distinction must be 
made between those organizations whose 
sole function is that of raising funds 
for distribution to beneficiary agencies, 
and those where fund-raising is one 
of the necessary functions to support a 
specific program. In the former in- 
stance, except for some labor devoted 
to accounting or budgeting, almost all 
expenditures may be considered as ap- 
plicable in full to fund-raising activities. 


On the other hand, fund-raising costs 
of religious, educational, or philan- 
thropic institutions, often reflect a com- 
bination of direct expenses, and allo- 
cations of overhead expenses based on 
varying arbitrary prorations. As pre- 
viously stated, these costs may be in- 
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cluded in published reports under the 
heading of “fund-raising”, “campaign”, 
“public relations”, “public informa- 
tion”, and other designations such as, 
“maintenance of financial support”, “in- 
come production”, etc. 

To determine scientifically the sala- 
ries chargeable to each of the expense 
classifications where there is more than 
one area of assignment, would entail 
accountability by each individual for 
the time spent for each activity. This 
would necessitate detailed recordkeep- 
ing and calculations, resulting in a 
more or less accurate apportionment of 
expenses arrived at by a laborious 
method. 

Direct costs of fund-raising generally 
include: salaries of the directors of 
fund-raising, assistants, field staff, cleri- 
cal, public relations and others; net 
cost of functions; lettershop service; 
stationery, printing and postage and 
other identifiable items. The real prob- 
lem is posed in attempting to fairly 
apportion other costs or so-called “over- 
head” or “indirect costs.” These may 
include such classifications as admini- 
strative, accounting and clerical sala- 
ries, rent, telephone service, building 
maintenance, etc. 

Apropos of the foregoing, following 
is an excerpt from the publication 
Philanthropic Giving by F. Emerson 
Andrews, in the chapter, “Overhead and 
Services”: 

Many contributors assume that the es- 
sence of wise giving is seeing to it that 
the whole of their gift reaches the person 
or persons in need, avoiding charges for 
“overhead”, “service”, and any but mini- 
mum of staff salaries. * * * Overhead 
does need to be examined. * * * Most 
modern agencies are in the position * * * 
where skilled staff services are more 
needed than direct relief. Such services 
require highly trained and adequately 
paid personnel. A danger exists that, 
because of traditional contributor atti- 


tudes, this sort of overhead may be kept 
too low. 
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Examples of Overhead Allocation 

Methods 

In the desire to arrive at reasonable 
formulae for distributing overhead 
costs, inherent difficulties may be en- 
countered where, by the very nature of 
an item of expense, the attempt to ap. 
portion same may be found impracti- 
cable, or otherwise require arbitrary 
break-down. A few examples, out of 
the writer’s experience, may be cited to 
indicate methods followed. 


Example “A”. This organization 
has a main office and regional offices, 
All direct campaign, clerical and admini- 
strative salaries, direct office expenses, 
traveling, meetings, and costs of func. 
tions are charged to the fund-raising 
budgets. Allocations of central service 
departments (stenographic pool, repro- 
ducing letters, addressing, etc.) are in- 
cluded on a formula basis. All regional 
fund-raising office salaries and ex. 
penses, including rent and maintenance, 
are charged to the campaign. No 
building maintenance is allocated to the 
main office which is located in the in- 
stitution. The regional offices are 
charged with their respective loval ad- 
ministrative expenses as well as cam- 
paign expenses. 


Example “B”’. This organization has 
a national office and regional offices for 
raising funds. Allocations of clerical, 
office maintenance, office expenses and 
supplies are charged on a set formula 
basis predicated on past experiences. 
All other expenses are recorded as di- 
rect charges. 


Example “C”, A multifunctional 
agency. The fund-raising office is in a 
separate location from headquarters. 
All direct fund-raising expenses are 
charged to the fund-raising department. 
No overhead costs are included as 
fund-raising expenses. 
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Example “D”. A local, single func- 
tional agency. The fund-raising office 
is in the headquarters building. All 
+ direct fund-raising expenses are charged 
to that department. The only _allo- 
cated expenses are for telephone service 
and part of an employee’s salary (or 
overtime) when assigned to fund- 


raising. 


Periodic Review of Allocation Basis 


Rather than continue unchanged the 
percentage allocations from year to 
year, it may be well to restudy, periodi- 
cally, the previously utilized formulae, 
in order to reflect more current con- 
ditions and trends. However, one im- 
portant factor must be taken into ac- 
count, the factor of consistency. If the 
method of allocating expenses is ma- 
terially changed, exact comparison of 
year to year statistical ratios will not be 
readily available. It is suggested that 
a trial allocation be made; it may 
then develop that there is not much 
difference between the more studied cur- 
rent distributions, on the one hand, and 
arbitrary bases predicated on past ex- 
periences, on the other. If the totals 
do not differ materially in the final re- 
sults, then it is recommended that the 
prevailing method of apportioning be 
retained. If, however, there is a wide 
variance, the revised current formulae 
should be substituted. 


If consideration is being given to 
shifting the fund-raising department to 
a separate location, or to employing a 
professional fund-raising organization, 
only a variable portion of the allocated 
expenses would be saved. The vacated 
space, the allocated salaries, telephone 
service and other items would continue 
to be part of the agency’s “functional” 
costs. 
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Some Cost-Receipt Ratios 


From published reports, there have 
been culled some financial data of in- 
come from fund-raising sources and 
related expenses. Figure I (page 104) 
contains a list of cost ratios which re- 
flect the varied categories, as published, 
of possible includible costs. 


Expansion and Further Development of 

Fund-Raising Activities 

At times, directors of fund-raising or- 
ganizations debate the feasibility and 
the possible productive results of ex- 
panding geographical coverage, the 
establishment of regional branches, or 
the employment of additional staff to 
organize certain sectors of commerce 
and industry previously not included in 
regular fund-raising plans. In other 
words “broadening the base” is what 
is sought. Not the least factor in this 
may be the question of the “cost” 
versus “results” of expanding the base 
in seeking contributions in the lowest 
brackets (say under $10 or $25, etc.). 
However, the potentialities of repeat 
gifts in after years, and the possibility 
of increases over the original amounts 
contributed, may play an important part 
in arriving at the ultimate decisions in 
this area. 


Probing the effectiveness of the po- 
tentialities of a new region, or a new 
group or method, would require out- 
lays above normal budget limitations. 
The additional costs of the expanded 
plan may equal or even exceed the in- 
come from the new sources. Therefore, 
it is suggested that a special appropria- 
tion be set aside and charged with the 
applicable expenses in order that the 
regular cost-receipt ratios should not 
be distorted. The tangible results of 
such a program may not be realized 
until after the experiment has been car- 
ried on for sufficient time to permit of 
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FIGURE I 


Illustrative Cost-Receipt Ratios 


Local sectarian fund-raising agency. 
Income from direct contributions; and appropriation from an independent 
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Local non-sectarian organization for handicapped people. 
Income from direct contributions; and appropriation from an independent 
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Determining and Evaluating Fund-Raising Costs 


evaluating its effectiveness. However, 
if the experiment warrants continua- 
tion, then both the costs and the income 
should be provided for in the budgets 
of the period in which the expanded 
program becomes integrated with the 
regular activities. 


Pledges 

In some fund-raising organizations it 
is not unusual for very substantial num- 
bers of subscribers to pledge to a cam- 
paign. Inasmuch as many of these 
pledged amounts may remain unpaid 
for some time after the pledge has been 
recorded, the question often raised in 
these circumstances is that of the pro- 
priety of comparing fund-raising costs 
with gross pledges (paid and unpaid), 
as opposed to relating the costs to the 
total amount collected. 

The proponents of the “cost-gross 
pledge” ratio, advance the argument 
that all expenses, of whatever nature, 
concerned in the fund-raising efforts 
were definitely instrumental in the gross 
amount raised. The writer leans more 
toward comparing cost with the total 
amount pledged, whether paid or un- 
paid, for the reasons advanced. 


Management Tools As An Aid 

to Management 

In determining the areas of approach 
to contributors as they relate to costs, 
statistics should be compiled of the re- 
sults of a campaign from the respective 
industries and professions, or geo- 
graphical districts, and/or amount cate- 
There should be studied the 
relative costs of processing contribu- 
tions via manual methods vs. mechani- 


gories. 


cal means such as punched-card equip- 
ment, accounting machines, reproducing 
There should be deter- 
mined the public relations effect of the 
type of acknowledgment forwarded to 
donors as well as the cost of integrating 
completely on all files the details of do- 
nations by the smaller amount groups 
as compared with those in the larger 
amount groups. In short, the prepara- 
tion of a budget and an appropriation 
to cover the costs of a campaign should 
be followed up by continuous review of 
methods and systems for reducing costs 
ratios which may make necessary ad- 
justments in the budget as originally 
adopted. 


devices, etc. 


Basic Standards in Philanthropy 


An active and responsible governing body serving without compensation, 
holding regular meetings, and with satisfactory forms of administrative 


control. 


A legitimate purpose with no avoidable duplication of the work of 
another efficiently managed organization. 


Reasonable efficiency in conduct of work, management of institutions, 
etc., and reasonable adequacy of equipment for such work, both material 


and personnel. 


No solicitors on commission or other commission methods of raising 


money. 


Non-use of the “remit or return” method of raising money by the sale 


of merchandise or tickets. 


No organization shall make a practice of giving entertainments for 
money-raising purposes, the estimated cost of which, including compensa- 
tion under the terms of the agreement, exceed 40% of the gross proceeds. 


from PuiLanturopic Givine by F. Emerson 
Andrews, Russell Sage Foundation, 1950. 
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The New Depreciation Regulations 


By Wiiutam K. Carson, C.P.A. 


A review of the new regulations which provide rules 
for depreciation computations under the accelerated 
methods and also clarify and modify traditional concepts. 


The new depreciation regulations not 
only provide the tax practitioners with 
the rules for computation of deprecia- 
ticn under the accelerated methods al- 
lowed by the 1954 Code but also make 
several significant changes and addi- 
tions to concepts which are equally ap- 
plicable to the straight-line and acceler- 
ated methods. The principal changes 
may be grouped in the following cate- 
gories: 

1. Definition of useful life. 

2. Treatment of salvage value. 


3. Accounting for retirements. 


Useful Life 


For the first time we have an authori- 
tative definition of “useful life” of prop- 





Witt K. Carson, C.P.A. (New York, 
Pennsylvania, Illinois), is a member of 
our Society and of its Committee on 
Federal Taxation. He is a partner in 
a national firm of Certified Public Ac- 


countants. 


This article has been adapted by the 
author from a paper presented by him 
at the October 3, 1956 technical meet- 
ing held under the auspices of the Com- 
mittee on Federal Taxation. 
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erty subject to depreciation, which is 
well worth quoting: 

“For the purpose of Section 167 the 
estimated useful life of an asset is not 
necessarily the useful life inherent in 
the asset. It is the period over which 
the asset may reasonably be expected to 
be useful to the taxpayer in his trade 
or business or in the production of his 
income.” } 


In determining this period all possible 
causes for retirement of an asset are 
taken into consideration. In some cases, 
physical wear and tear may be the major 
factor resulting in the retirement of 
property; in other cases, obsolescence 
attributable to the development of the 
art of producing the property involved 
may be the reason. Actually, as in the 
case of automobiles, it is not necessary 
to determine whether the retirement will 
take place because of physical wear and 
tear or because of model changes. The 
fact that the property may reasonably 
be expected to be retired after an esti- 
mated length of time will fix the esti- 
mated useful life. 


General averages of lives of types of 
property are helpful but are certainly 
not conclusive, particularly in a case 
where local conditions indicate that the 
taxpayer’s experience will not conform 
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to the general average. Furthermore, 
the taxpayer’s policy with respect to re- 
pairs, renewal and replacements must 
be taken into consideration. Thus, if 
it cen be shown that the taxpayer habitu- 
ally replaces old equipment and keeps 
repair costs at a minimum, the life of a 
particular asset to him will be materially 
less than the life of an identical asset in 
the hands of a taxpayer who follows a 
meticulous policy of repairing all dam- 
age and retaining machinery so long as 
it holds together. 


The foregoing seems to indicate an 
approach of starting with general aver- 
ages appropriate to all taxpayers, such 
as those set forth in Bulletin “F” and 
then making such adjustments as may 
be required by the taxpayer’s own cir- 
cumstances. Generally, this method is 
followed by most taxpayers. However, 
if a taxpayer has maintained records 
which will show the dates of additions 
and retirements of property, he is in a 
position to make a statistical computa- 
tion of the average service life of the 
assets which he has been using in the 
past. Barring a change in the type of 
assets which he is currently using or a 
change in his repair policy, this obvi- 
ously is the best basis for making an 
estimate of future service life. An excel- 
lent description of the statistical methods 
employed for this purpose is contained 
in Chapter 5 of the book Depreciation 
by Grant and Norton.? 


A word of caution here seems neces- 
sary if it is planned to make statistical 
computations based on the taxpayer’s 
own records. Frequently it will be found 
that many assets are discarded by the 
taxpayer without proper recording. Ob- 
viously the presence of this error will 
lengthen the average life computed 
statistically, beyond the true life of the 
assets involved. 
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The definition of useful life quoted 
above will undoubtedly result in a re- 
duction of the number of classifications 
of property to which the accelerated 
methods of depreciation can be applied, 
since the statute * limits the application 
of the accelerated methods to tangible 
property having a useful life of three 
years or more. ‘There are probably 
many cases in which the taxpayer has 
assumed the useful life of automobiles 
to be four or more years with the result 
that accelerated depreciation could be 
used. However, if his policy has been 
to trade in automobiles at the end of the 
first or second year, this definition of 
useful life will remove the automobiles 
from the category of assets to which 
accelerated depreciation methods can be 
applied. 


The regulations also provide that the 
estimate of useful life may be changed 
on the basis of facts known at the end 
of the taxable year regardless of the 
method of computing depreciation, if, 
and only if, the change in useful life 
is significant and there is a clear and 
convincing basis for the new estimate.* 


Salvage Value 


In Regulations 118,5 it was casually 
mentioned that depreciation should re- 
cover only the excess of the cost of an 
assel over the salvage value. There the 
point was dropped. But the new regula- 
tions ® cover the principles of computing 
salvage value rather thoroughly. 


Salvage value is to be determined 
initially at the time of acquisition of the 
asset. A change in price level will not 
result in a redetermination of salvage 
values. But if there is a redetermina- 
tion of useful life of an asset, salvage 
values are to be redetermined on the 
basis of facts known at that time. The 
wording of the regulations indicates that 
this change in salvage value would re- 
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flect not only a change in the condition 
of the machinery at the end of the re- 
vised useful life but also a change in 
price level. A more logical approach 
might be to provide for a redetermina- 
tion of salvage values on the basis of 
the condition of the machinery at the 
end of the revised estimated life but 
using price levels in existence at the 
time of the acquisition of the asset. 


Regardless of the method of deprecia- 
tion used, the regulations state very 
clearly that when an asset is reduced to 
its estimated salvage value, no addi- 
tional depreciation is allowable. When 
the declining balance method of depre- 
ciation is used, salvage is not taken 
into consideration in setting the rate; 
the only effect of salvage is to set a floor 
below which no further depreciation 
may be taken.’ But when other methods 
of depreciation are used, salvage must 
be taken into consideration in setting 
the rate. It is immaterial whether this 
is accomplished by reducing the amount 
subject to depreciation or by reducing 
the depreciation rate. Thus, where a 
taxpayer has been using a flat rate of 
10%, and his records indicate that sal- 
vage value averaged 5% of original 
cost, it may be possible to show that 
this represents, for instance, a life of 
91%, years and a 5% estimated salvage 
value. If so, the only change in depre- 
ciation method would be to eliminate the 
last 5% of depreciation. 


If in the computation of estimated 
salvage values for the purpose of setting 
the depreciation rate, consideration is 
given to the gross salvage value, costs 
of removal should be deducted as in- 
curred. If on the other hand only the 
net salvage value is considered, that is 
the selling price reduced by the esti- 
mated cost of removal, then costs of 
removal should be applied to reduce 
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salvage value rather than be charged as 
an expense. 


Accounting Methods 


The regulations provide that a sepa- 
rate account, referred to as an item ac. 
count, may be kept for each asset or 
that assets may be grouped in various 
weys. The methods of grouping ex- 
plained in the regulations are as fol- 
lows: 8 


1. Group accounts—Groups of assets 
which are both similar in kind and 
have approximately the same useful 
life. 

2. Classified accounts—Groups of as- 
sets according to use without regard 
to useful life. 

3. Composite accounts—Groups of sub- 
stantially all assets of the taxpayer 
without regard either to character or 
useful life. 


Depreciation computations must be 
adapted to the method chosen by the 
taxpayer, and the proper treatment of 
retirements will depend on the method 
chosen. 


Depreciation Methods 


The taxpayer is permitted to elect 
whether he wishes to compute deprecia- 
tion on the straight-line method or on 
one of the various accelerated methods.’ 
Once the election is made with respect 
to 2 particular item, however, the meth- 
od adopted must be followed for that 
item consistently in future tax returns, 
unless the change involved is one from 
the declining-balance to the straight-line 
method, or the change is approved by 
the Commissioner in response to a Ie: 
quest for a change in accounting meth- 
od. This raises the question of what is 
an item for purposes of the consistency 
requirement. It appears from the regu- 
lations that a new election is available 
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for each new acquisition of property. 
In the case of item accounts this is 
clearly stated in the regulations.* In 
the case of multiple asset accounts it is 
provided that the method applied to any 
one group need not be applied to acqui- 
sitions of similar property in the same 
or subsequent years. Thus it would 
seem that a taxpayer, buying identical 
machines, has an option to depreciate 
one on the straight-line basis and the 
other on an accelerated method provided 
he maintains separate accounts for the 
tws machines and follows the method 
adopted consistently for that particular 
machine. The separate accounts need 
not necessarily be maintained in ledgers 
but can be maintained in auxiliary rec- 
ords.1° Where the tax return contains 
schedules of property broken down 
finely enough so that each computation 
of depreciation is shown on a separate 
line, it would seem that such a line 
would constitute an account for this 
purpose. 


Computation of Average Rate 


The regulations contain a rather in- 
teresting observation regarding the com- 
putation of the average rate to be ap- 
plied in the case of a multiple asset 
account containing properties with vary- 
ing useful lives. One might assume that 
if two assets, having identical costs but 
with useful lives of 5 and 15 years, were 
combined in a single account, the aver- 
age life would be 10 years and the 
proper rate therefore 10%. However, 
the regulations 1! provide that the com- 
putation should be made by figuring the 
annual depreciation on the basis of the 
separate rates and then computing the 
percentage of annual depreciation to 
total cost, which in this case comes out 
to 13.33%. In the case of a small tax- 
payer it would certainly be simpler to 
maintain separate accounts for assets 
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with varying lives than to make the 
computations which are indicated to be 
necessary for the use of composite rates. 


Declining-Balance Method 


A significant point in the discussion 
of the declining-balance basis provides 
that when the last asset of any group is 
retired, a sufficient amount of deprecia- 
tion can be taken with respect to the 
account to wipe out the unrecovered 
balance therein.’? 

The regulations also set forth the 
method for making a rate change where 
the declining-balance method is used.!* 
In this case the remaining life is added 
to the previously expired life; the proper 
straight-line rate is computed on the 
basis of this life; and this rate is doubled 
to give the maximum declining-balance 
rate and is applied to the unrecovered 
cost. No indication, however, is given 
as to the proper method of making a 
change where the declining-balance basis 
is applied to a multiple asset account in 
which the dates of acquisition are 
different. 


Sum-of-the-years-digits Method 


The regulations indicate two methods 
of computing depreciation under the 
sum-of-the-years-digits method where 
the computations are made with respect 
to a single asset. The first is the general 
application of the sum-of-the-years- 
digits method wherein the depreciation 
rate is a decreasing fraction whose 
numerator is the sum of the remaining 
years of life and whose denominator 
represents the sum of the numerators for 
the full life of the property.14 Where 
this method is applied and there is a 
change in useful life, the year of the 
change is treated as if it were the year 
of acquisition of a new asset having as 
its cost the original cost less accumu- 
lated depreciation and having as its use- 
ful life the estimated remaining life. 
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If there are numerous changes in esti- 
mated useful life, or if losses on retire- 
ments are charged to the depreciation 
reserve it may be simpler to adopt the 
second method, described in the regula- 
tions as the remaining life plan.’> Under 
this plan, the remaining life of the asset 
is determined and a fraction is applied 
to the excess of the asset account over 
the accumulated depreciation to arrive 
at the depreciation provision for the 
current year. The fraction is based on 
estimated remaining life without regard 
to age of the asset, and is readily ob- 
tainable from the table in the regula- 
tions. 


The regulations evidently recognize 
that the application of the sum-of-the- 
years-digits method to group, classified 
or composite accounts becomes more 
complicated because it would ordinarily 
be necessary to compute the remaining 
life of the assets included in each group 
account. Accordingly, the remaining 
life plan set forth in the regulations pro- 
vides that if the taxpayer wishes to use 
the sum-of-the-years-digits method in 
computing depreciation for group, classi- 
fied or composite accounts, in accord- 
ance with a sum-of-the-years-digits plan 
other than the remaining life plan de- 
scribed therein, he may do so only with 
the consent of the Commissioner.1® The 
remaining life plan described provides 
for the use of a computation similar to 
the remaining life plan for single assets. 
The numerator of the fraction repre- 
sents the estimated remaining life of 
the account and the denominator repre- 
sents the sum-of-the-digits correspond- 
ing to the years of estimated remaining 
life. There is a table in the regulations 
which gives the decimal equivalent of 
this fraction for any remaining life. The 
fraction is, of course, applied to the cost 
included in the account less the accumu- 
lated depreciation. 
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The regulations also provide two bases 
for computing the average remaining 
life of the various assets included in a 
single account. One basis is to set forth 
the remaining life of the items and 
average them. The other is to compute 
the accumulated straight-line deprecia- 
tion on the various assets in the account; 
reduce the original cost of the assets by 
this figure; and divide the result by the 
original cost of the assets. The fraction 
is then multiplied by the average life of 
the assets in the account to obtain the 
average remaining life. 


A third method is probably acceptable 
although it is not specifically mentioned 
in the regulations. If a taxpayer main- 
tains each year’s additions of a particu- 
lar group in a separate account, then he 
can probably comply with the require- 
ments of the remaining life plan and 
thus avoid getting permission to use an 
aliernative plan. The remaining life in 
this case is determined by deducting the 
expired life from the estimated total life. 
Thus, the analysis provided for in the 
regulations can be eliminated. This 
method of estimating remaining life 
has been used for many years under the 
straight-line basis of depreciation and 
while there are doubtlessly theoretical 
cbjections to it, it is difficult to see why 
it should be abandoned merely because 
of the change to the sum-of-the-years- 
digits basis. 


Retirements 


The new regulations contain a revised 
set of rules for the treatment of retire- 
ment of assets.17 


In the case of item accounts, the old 
rules remain unchanged. The regula- 
tions,!® however, raise a material ques- 
tion as to what constitutes item account- 
ing for depreciation. Even though a 
separate record is kept for each addition 
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of a taxpayer who has a substantial num- 
ber of depreciable assets, his method 
will not be treated as item accounting if 
he applies depreciation rates based on 
the average useful life of dissimilar 
assets. In effect, to have item account- 
ing for retirements, the regulations re- 
quire that an estimate of useful life be 
made for each addition without regard 
tv an average which could include types 
of assets other than the particular one 
in question. 


The rule is relaxed somewhat where 
the taxpayer has only a few depreciable 
assets. In this case it is usually not 
possible to determine whether the de- 
preciation rate is based on averages. 
However, the regulations 18 provide that 
if a taxpayer’s method substantially dis- 
torts his income the principles of multi- 
ple asset accounting will be applied. 


The regulations give such a compli- 
cated method of treating retirements 
from multiple asset accounts that an 
alternative 2 is provided. Under this 
alternative the taxpayer can regularly 
follow the practice of charging the re- 
serve account with the full cost of assets 
retired and crediting it with all receipts 
from salvage so long as in the opinion 
of the Commissioner this clearly reflects 
iacome. Another alternative 1° provides 
for charging the full asset against the 
reserve and reporting the salvage as 
income. 


The rules applicable to multiple asset 
accounting in cases where the alterna- 
tive is not used, divide retirements into 
two categories. One category takes the 
case of a retirement from use in the tax- 
payer’s trade or business without either 
sale or abandonment of the asset. In 
this case no gain is recognized and loss 
is allowed only if the retirement is ab- 
normal or if the depreciation rate was 
based on the maximum expected life of 
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20 


the longest life asset in the account. 
Fer this purpose an abnormal retirement 
is generally considered to be one in 
which the withdrawal of the asset was 
due to a cause not contemplated in 
setting the applicable depreciation rate. 


The rules are somewhat different in 
the case of a sale at arm’s length, on 
exchange or an abandonment.” In 
order to qualify as an abandonment the 
taxpayer must prove his intent “irrevo- 
cably to discard the asset so that it will 
neither be used again by him nor re- 
trieved by him for sale, exchange or 
other disposition.” 


When any of the above three circum- 
stances is present, losses are allowed. 
But when the rules for determining the 
adjusted basis of an asset subject to 
depreciation in a multiple asset account 
are followed, it will probably be found 
that very few losses are developed. The 
basis rules?” are dependent upon the 
manner of computing the depreciation 
rate and the type of retirement. They 
are as follows: 


1. If depreciation is computed on the 
basis of maximum life, the cost of 
the asset is reduced by a reserve for 
depreciation computed by using the 
proper “maximum life” rate for 
the particular asset regardless of the 
average rate that has been used for 
the group. 

2. If depreciation is computed on the 
basis of average life and the retire- 
ment is a normal retirement, the 
basis of the asset is equal to the 
salvage value estimated in determin- 
ing the depreciation deduction, and 
the reserve applicable to the asset is 
always the excess of original cost 
over such estimated salvage value. 

3. If depreciation is computed on the 
basis of average life and the retire- 
ment is an abnormal retirement, the 
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asset is reduced by a reserve com- 
puted by using the proper “average 
life” rate applicable to the particu- 
lar asset regardless of the life ap- 
plied to the group. 


Leased Properties 


A question arises as to whether or not 
the accelerated methods are allowable 
to a lessee in computing deductions with 
respect to improvements to the leased 
property. The regulations*? take a 
sensible view of this question and divide 
it into two parts. They state that in a 
case where the useful life of the improve- 
ments is equal to or less than the life 
of the lease, the taxpayer is to be al- 
lowed to depreciate his improvements 
in the same manner as if he owned the 
property. Accordingly, the accelerated 
methods of depreciation are allowable. 
But where basis is being recovered over 
the life of a lease which is shorter than 
the life of the property, the deduction is 
not for depreciation, but for amortiza- 
tion, which is an ordinary and necessary 


expense. It follows that the accelerated 
methods are not available. 
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Depreciation Accounting 


Depreciation accounting is a system of accounting which aims to dis- 


tribute the cost or other basic value of tangible capital assets, less salvage 
(if any), over the estimated useful life of the unit (which may be a group 
of assets) in a systematic and rational manner. It is a process of allocation 
not of valuation. Depreciation for the year is the portion of the total charge 


under such a system that is allocated to the year. 


Although the alloca- 


tion may properly take into account occurrences during the year, it is not 


intended to be a measurement of the effect of all such occurrences. 


from AccountinG TerminoLocy Bu..etin No. 1, 
the American Institute of Accountants, 1953. 
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, Thin Corporations 


By WitttAM R. McNamara, C.P.A. 


Dividends vs. Interest; Equity vs. Debt; 
Debentures and Certificates of Indebtedness vs. Stock. 


Considerations in Formation of Closely- 

Held Corporations 

In planning for the formation of a 
new corporation, especially when it is 
to be a closely-held corporation, it is 
only natural that we consider the tax 
advantages of low capital vs. high debt 
ratio so that we may benefit from the 
deductibility of interest rather than suf- 
fer from the nondeductibility of divi- 
dend disbursements. Moreover, with a 
high debt structure, cash may be with- 
drawn without the declaration of a divi- 
dend which would be required if there 
was no debt incumbrance. 


Likewise to be considered is a com- 
parison of the advantages of a tax-free 
transfer of assets in exchange for stock 
or securities of a corporation, with a 
taxable sale of assets to a corporation 
for cash and notes. On an exchange, 





Wittiam R. McNamara, C.P.A., a part- 
ner in a national C.P.A. firm, is a mem- 
ber of our Society and its Committee 
on Federal Taxation. 


This article has been adapted from a 
paper presented by Mr. McNamara as 
a part of a panel discussion at a tech- 
nical meeting of the Society held on 
October 18, 1956 under the auspices of 
the Committee on Federal Taxation. 
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if the shareholders are in control of the 
corporation the basis of the assets trans- 
ferred remains unchanged, whereas on a 
sale the basis is the sales price (nor- 
mally fair market value) and the sellers 
may have a capital gain subject to tax at 
capital gain rates. The sales price (fair 
market value) becomes the stepped up 
basis of the buyer for computing depre- 
ciation. But whether we adopt a tax- 
free or a taxable exchange, liabilities 
may arise in the form of long or short- 
term notes. 


If we carry these plans to the ulti- 
mate to obtain the greatest tax saving 
we are probably faced with a “Thin 
Corporation” problem. 


What Is a Thin Corporation? 


A “Thin Corporation” is a corpora- 
tion which has been inadequately capi- 
talized by its organizers to properly 
carry on its business functions. There 
is one additional ingredient to make 
this definition complete; the organizers 
have substituted notes or loans to them- 
selves to make up for the deficiency in 
equity capital. 


The Code does not contain a defini- 
tion of a “Thin Corporation” and ac- 
cordingly this legalistic approach is 
only encountered when the claim is 
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made by the Internal Revenue Service 
that a reasonable equity capital does 
Thus the question of de- 


reasonableness become im- 


not exist. 


gree and 


portant. 


Requisites for a True Debt 


Unless there is a true debt, taxpayers 
cannot even begin to dispute the allega- 
tion of thin capitalization. The Tax 
Court in its decision in Ruspyn Cor- 
poration v. Commissioner (18 TC 769) 
has clearly summarized the qualifica- 
tions of a true indebtedness as follows: 

“* * * That there was a good business 
reason for the issuance of debt securities, 
that the securities have a fixed maturity 
date at which time the principal becomes 
payable in all events, that reasonable in- 
terest is payable in all event without 
regard to earnings, that the holders of the 
securities may enforce payment in the 
event of default, that the securities have 
no voting rights, that the security is 
called a bond and is reflected on the 
books and financial statements as an in- 
debtedness, that there is a substantial 
investment in stock, and that the ratio 
of the debt securities to stock is rea- 
sonable.” 


The decision goes on to point out 
that since there was a ratio of debt 
to equity investment of 314 to 1, the 
situation was as favorable to the peti- 
tioner as that involved in Kelly v. Com- 
missioner, (326 US 521) where the 
ratio of debt to stock was 4 to 1. 


As a result of these decisions it was 
generally believed for a while that the 
ratio of debt to stock was the all in- 
clusive answer and that a ratio of 314 
to 1, or 4 to 1, would gain the necessary 
approval. However, I believe this may 
not be sufficient by itself but rather that 
the answer lies in the statement of the 
Tax Court: 


1. That there must be a business rea- 
son for issuance of the debt securi- 
ties. 
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2. That the debt securities have a de. 
finite fixed maturity. 

3. That a reasonable rate of interest 
is definitely payable regardless of 
earnings. 

4. That the holders of the debt may 
enforce payment in the event of 
default. 

5. That the holders of the debt have no 
voting rights as holders of the debt. 


6. That the debt is treated as a debt 
in the financial statements of the 
corporation. 


7. That there is a substantial invest- 
ment in stock. 


Many of these same requisites were 
contained in the Charge to Jury made 
by the Hon. Thomas F. Murphy of the 
District Court of the United States for 
the Southern District of New York in 
the case of Simon Manges & Son Inc. v. 
Harold B. A’Hearn, Director of Internal 
Revenue 3rd District N. Y. (56-1 USTC 
9117). 


Infirmities in Evidences of Indebtedness 


In the Gooding Amusement -Com- 
pany Incorporated decision (23 TC 408) 
it was definitely stated that ratio is 
only one factor in determining whether 
a debt was in fact a debt. 

Despite a favorable ratio the Courts 
will be influenced by any provision in 
the note or other evidence of indebted- 
ness which limits its effectiveness as 
debt such as: 

1. A restriction on the right to sue. 

2. An indefinite maturity. 

3. Debenture preferred stock held out 
as capital, 

4. Subordination of indebtedness to 
outside loans. 

5. Lack of a debtor-creditor relation- 


ship. 
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Thin Corporations 


The existence of any or all of these 
infirmities could create difficulty. 


The Perrault Case 


The Commissioner recently  ac- 
quiesced in the decision of the Tax 
Court in Ainslie Perrault and Mae Fran- 
cis Perrault et al. v. Commissioner (25 
TC 55) which set forth an important 
principle in measuring the ratio of debt 
to capital. 


In this case each of two brothers, who 
were equal partners, subscribed and 
paid $1,000 in cash for all the stock of 
a new corporation. The two brothers 
then transferred a portion of the part- 
nership assets valued at $1,026,951.32 
to the corporation which assumed part- 
nership liabilities of $53,862.52 and 
agreed to pay the partners $973,088.80 
in four instalments, with interest on the 
last three instalments at 3%. At the 
same time, the partners also transferred 
to the corporation, without considera- 
tion, assets other than those mentioned 
above having a substantial value to the 
corporation of several hundred thousand 
dollars. These latter assets were not re- 
flected on the corporation’s books or in 
its capital accounts. On the basis of the 
evidence, it was held: 


1, The corporation was adequately cap- 
italized due to the transfer with- 
out consideration of the additional 
assets. 

2. The transfer for consideration was 
a bona fide sale. 

3. The payments by the corporation on 
the purchase price of the assets 
transferred represented payments of 
proceeds of a sale rather than divi- 
dends. ; 

4, Amounts accrued as interest on the 
deferred instalments of the purchase 
price were deductible by the cor- 
poration. 


1957 


5. The basis of the depreciable assets 
transferred was the price fixed in the 
purchase agreement. 


This decision is a complete approval 
of the taxpayer’s action and should be 
considered when organizing a corpora- 
tion whose equity capital may have any 
possibility of not appearing to be ade- 
quate. The debt to capital argument in 
this case should be considered when 
disputing “Thin Corporation” charges. 


Substance vs. Form 


Taxpayers’ fate in certain other cases 
may present important lessons to all of 
us. Generally in these cases the sub- 
stance of the transaction rather than 
the form will prevail. 


In Artistic Venetian Blind Corp. v. 
Commissioner (T.C. Memo 1956-43) 
testimony that the creditor intended to 
leave the debt “for the time being” as 
“a set debt” indicated taxpayer’s need 
for this sum as capital. No note was 
ever issued to evidence the debt, no 
maturity date or method of repayment 
was established. The rate of interest 
was varied and payment made irregu- 
larly when corporate earnings justified 
the payment. On two occasions the debt 
was subordinated to all other creditors. 
Thus no debt was recognized and inter- 
est payments were considered to be 
dividends. 

In The Colony ‘Inc. v. Commissioner 
(26 T.C. 3) the taxpayer conceded that 
it was a “Thin Corporation.” However, 
it argued that payments for interest 
should be allowed as a deduction be- 
cause: 

1. The amount of its capital repre- 
sented the business judgment of un- 
related persons, 


no 


The notes were issued to the stock- 
holders disproportionately to their 
stockholdings. 
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3. The form was correct. 


However, the Court stated that as 
the equity capital was patently inade- 
quate to carry on the business and as 
the cash represented by the notes was 
immediately placed at the risk of the 
petitioner’s business as a capital con- 
tribution rather than as a true loan, 
the unsecured notes could not be con- 
sidered indebtedness and accordingly 
payments of interest should be con- 
strued as dividends. 


Tax-Free Exchange Despite Reporting 
of Gain 
Finally, the U. S. Court of Appeals 
6th Circuit affirmed the opinion of the 
Tax Court in Gooding Amusement Com- 
pany Incorporated v. Commissioner (23 


Thin Corporations 


TC 408) in which it held that where 
the corporation made only small pay- 
ments on the notes held by the indi- 
vidual stockholders and they did not 
attempt to enforce their rights for pay- 
ment, the notes did not evidence a bona 
fide indebtedness but rather a capital 
interest. Therefore payments of interest 
were construed to be dividends. The 
Court stated further that as the indebt- 
edness was deemed to be a capital 
interest, the basis to the corporation of 
the assets acquired was the same as 
the basis in the hands of the trans- 
ferors even though they had reported 
gain on the exchange. The transfer of 
the assets was deemed to be a tax-free 
exchange, because it was considered 
as having been made only for stock 
despite the issuance of notes. 


Recommendations for IRC Amendments 


The Internal Revenue Code of 1954 effected many needed improve- 
ments. At the same time, the magnitude of the revisions made it inevitable 
that imperfections, uncertainties, and unintended consequences would be 
brought to light by subsequent experience. Those are the areas dealt with 


in the accompanying recommendations. . 


Our recommendations embrace broad problems as well as those limited 
in scope. In respect to the former, we particularly direct your attention 


to the following: 


(1) The need for legislation to bring accounting for tax 








purposes into closer conformity with accounting for general financial pur- 
poses, such as was the objective of sections 452 and 462 of the 1954 Code 
as originally enacted (Recommendation No. 161); (2) A plan to compute 
individual income taxes on the basis of average income (Recommendation 
No. 6); (3) Permitting closely-held corporations the option to be taxed as 
partnerships (Recommendation No. 225). 


There are many fundamental problems which can be solved only by 
the type of review wherein the underlying philosophy of many significant 
provisions is re-examined. Included in the broad areas on which the com- 
mittee feels such exploration is needed are the treatment of capital gains 
and losses, gains and losses on the disposition of business property, con- 
tributions in kind, personal deductions, fringe benefits, tax-exempt income 
and tax-exempt organizations, and numerous other “special” provisions. 


from RECOMMENDATIONS FOR AMENDMENTS 
TO THE INTERNAL REVENUE Cope, the 
American Institute of Accountants, 1956. 
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Some Observations About Audits of 


Brokers or Dealers in Securities 


By Grorce E. Dory, C. P. A. 


In reviewing the recently published A.I.A. booklet, the author raises some 
fundamental questions relative to audits of brokers or dealers in securities. 


With the publication of Audits of 
Brokers or Dealers in Securities by the 
Committee on Auditing Procedure of 
the American Institute of Accountants, 
an important milestone has been 
reached. Regulatory bodies concerned 
with the financial stability of brokers 
and dealers, as well as accountants gen- 
erally, have long recognized the need 
for an authoritative guide for practi- 
tioners in this rather specialized field 
of auditing. The new booklet should 
well fill the need. 


Audits of Brokers or Dealers in Se- 
curities contains a wealth of informa- 
tion for both the novice and the expe- 
rienced practitioner. The descriptions 





Georce E. Dory, C.P.A., is a member 
of our Society and of the American In- 
stitute of Accountants. He is chairman 
of our Society’s Committee on Stock 
Brokerage Accounting and is a member 
of the Committee on Petroleum Indus- 
try Accounting. Mr. Doty is with the 
firm of Lybrand, Ross Bros. & Mont- 


gomery. 
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of brokerage procedures and records 
contained in Section I should be of 
considerable value to the practitioner 
on first exposure to such an engage- 
ment. The detailed description of audit 
procedures commonly followed _pro- 
vides a ready standard against which 
the experienced practitioner can meas- 
ure his own performance. 


Sample Forms 


Practitioners should find particularly 
helpful the sample answers to financial 
questionnaire and statement of finan- 
cial condition, with suggested forms of 
opinions, which compose Section III 
of the booklet. Cross reference num- 
bers indicate the manner in which the 
amounts appearing in the questionnaire 
may be combined for presentation in 
the statement of financial condition. 
The samples presented are of course 
intended only as guides and not all 
possibilities have been covered. Varia- 
tions in circumstances and in the rela- 
tive significance of specific assets or 
liabilities will no doubt affect statement 
presentation. Nevertheless, the pub- 
lished samples should provide the basis 
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for more uniform and therefore more 
readily comparable financial statements. 


Need for Fidelity Bonds 


The fungible nature of securities, 
their ready salability, and the close re- 
lationship which frequently exists be- 
tween registered representatives and 
their customers, and traders and those 
with whom they deal, create a need for 
special vigilance on the part of manage- 
ment of brokerage firms, if defalcations 
or other irregularities are to be mini- 
mized. 

Moreover, the typical audit of a bro- 
ker or dealer is of a balance sheet type 
and does not require the forming of 
an opinion regarding the income state- 
ment. Consequently, the audit pro- 
cedures applied may not involve 
extensive examination of income and 
expense accounts. It is well, therefore, 
that the Committee on Auditing Pro- 
cedure has re-emphasized in the preface 
the frequently expressed admonition: 


From the point of view of protection of 
the proprietors and of the public, emphasis 
also should continue to be placed upon 
satisfactory fidelity bonding or other in- 
surance, in addition to adequate internal 
control, since it must be recognized that 
an examination by an independent certified 
public accountant is not a substitute for 
these protections and cannot be relied upon 
to disclose defalcations and other similar 
irregularities although their discovery fre- 
quently results. 


Auditor’s Report upon Answers to 
Financial Questionnaire 


For many years, it has been the 
general practice of auditors undertak- 
ing brokerage engagements to issue 
two reports—one on the broker’s state- 
ment of financial condition, and the 
other on the broker’s Answers to Finan- 
cial Questionnaire. Normally, in both 
reports, the auditor expresses the opin- 
ion that the statements present fairly 
the financial position of the broker in 
conformity with generally accepted ac- 
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counting principles, although the form 
of the two statements is quite different 
and the content is very difficult to recon- 
cile. This incongruity should be elim- 
inated if accountants generally follow 
the suggested form of opinion relating 
to the Answers to Financial Question- 
naire which appears on page 51 of the 
booklet. The opinion paragraph reads 
as follows: 


In our opinion, the accompanying Answers 
to the Financial Questionnaire _ present 
fairly the financial position of (name) at 
(date), in the form required by the (juris- 
dictional agency), in conformity with gen. 
erally accepted accounting principles ap. 
plied on a basis consistent wtih that of the 
preceding year. (Italics supplied). 


Normally No Footnote Required 

for Transactions for Future Settlement 

Brokers do not normally reflect in 
their financial statements transactions 
for which the agreed settlement date is 
in the future. However, if at prevail- 
ing market levels such transactions 
would materially affect the broker ad- 
versely, it is necessary to make suit- 
able provision for the loss so that the 
statements may be said to present fair- 
ly the broker’s position. It was cus- 
tomary some years ago to indicate the 
existence of transactions for future 
settlement in a catch-all contingent lia- 
bility note which read somewhat as 
follows: 


Contingent liabilities of the firm at (date) 
consist of items such as open trades not yet 
recorded because of terms of delivery, un- 
derwriting commitments and when-issued 
contracts, all of reasonably definite nature, 
which would make no material change in 
the above statement on the basis of quoted 
market values at (date). 


Such a note is no longer considered 
necessary since such items are as nor- 
mal in a brokerage business as out- 
standing purchase orders and unfilled 
sales contracts are in manufacturing 
enterprises. It is interesting to observe 
that this view is now so generally ac- 
cepted that it was not found necessary 
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to make it a subject of discussion in the 
booklet. 


Limitations of Booklet 


In attempting to assess the useful- 
ness of “Audits of Brokers or Dealers 
in Securities” due consideration must 
also be given to its limitations. A pub- 
lication of this kind which is intended 
for application in widely varying cir- 
cumstances must necessarily be general 
and deal exclusively with matters of 
broadest interest. Difficult problems 
frequently encountered in connection 
with underwriting, foreign exchange 
and other commitments, arbitrage, joint 
accounts and investments not readily 
marketable, are referred to very briefly 
or are not discussed at all. As in the 
past, practitioners in this field will 
have many problems for the solution 
of which they must depend upon their 
own professional judgment, buttressed, 
where possible, by the advice and 
counsel of professional colleagues. 

A more significant criticism of the 
booklet may be that it does not identify 
those audit procedures which, were it 
not for Rule X-17A-5 of the Securities 
and Exchange Commission and identi- 
cal rules of the stock exchanges, might 
be applied on a test basis where appro- 
priate conditions of internal accounting 
control and internal check prevail. 
There are a number of brokerage firms 
with ten, twenty or even fifty thousand 
customers’ accounts. Where internal 
controls are good it is surely not neces- 
sary for the auditor to undertake posi- 
tive confirmation of every one of 
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thousands of customers’ accounts to 
satisfy himself that the amounts due to 
or from customers are, or are not, in 
the aggregate reasonably stated. 


Valuations of Customers’ Securities 
Burdensome but of Doubtful 
Usefulness 
The sample answers to financial 

questionnaire appearing in Section III 
are in a form designed to comply with 
the current reporting requirements of 
most regulatory bodies. Such require- 
ments prescribe that, with certain ex- 
ceptions, securities long and short in 
customers’ accounts must be extended 
at market quotations and the totals be 
reported in answer to question 6. In 
many engagements, obtaining these 
totals consumes an immense amount 
of audit time without any apparent 
substantial benefit being derived there- 
from. Since they may be affected by 
a few relatively very large accounts, 
the totals may in fact give rise to mis- 
leading inferences. Although the book- 
let is certainly not the place to debate 
the merit of the reporting requirements 
of jurisdictional agencies, it is regret- 
table that no reference was made to 
this burdensome requirement. 


Booklet Should Benefit the Profession 


Audits of Brokers or Dealers in 
Securities represents a significant con- 
tribution to the literature on the sub- 
ject. It is to be expected that this 
authoritative publication, clearly de- 
lineating the audit procedures usually 
applied, will prove effective in raising 
the general level of audit performance. 
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for CPA Preparation 


By Leo Scutoss, C.P.A. 


A Professional Academic Program 


This article is the second in a serial discussion and analysis 
of the Report of the Commission on Standards of 
Education and Experience for Certified Public Accountants. 


The members of the Commission have 
compiled food for thought in their 
report, “Standards of Education and 
Experience for Certified Public Account- 
ants”.! The American Institute of Ac- 
countants, the American Accounting 
Association and the State Societies, with 
the help of the educators, members of 
State Boards of Accountancy and practi- 
tioners, must all lend their aid in devel- 
oping the refinements and in spelling out 
the implementation to obtain the benefits 
inherent in the establishment of uniform 
standards on a nation-wide basis. 





Leo Scutoss, C.P.A., is Associate Dean 
of the College of Business Administra- 
tion, Long Island University, and chair- 
man of the Department of Accounting. 
He is a member of our Society's Com- 
mittee of Members in the Field of Edu- 
cation and the Committee on Problems 
of the Individual Practitioner. 


This article has been adapted from a 
paper presented by Dean Schloss at the 
Society’s general meeting on November 


13, 1956. 
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This article is chiefly concerned with 
the recommendations of the Report relat- 
ing to the professional (postgraduate) 
academic program. However, it also 
presents an evaluation of two closely 
related topics: the qualifying examina- 
tion and the CPA examination. 


The Present Status of 

Academic Preparation 

Presently, the academic preparation 
for public accountancy varies through- 
out the states. Baccalaureate degrees are 
required in only three states: New York, 
New Jersey and (since August 1, 1956) 
Florida. Connecticut will require a 
degree after January 1, 1959. The re: 
maining states require some collegiate 
training or special preparation in ac: 
counting, or as little as a high school 
education plus a’ number of years of 
approved accounting experience.” 

Although Florida has patterned its 
new requirements after New York and 
New Jersey, new concepts have been 
added within the framework of aca 
demic requirements which may influ 
ence other states. 
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The Florida law which becomes effec- 
tive after August 1, 1956 requires that 
all candidates for the CPA examination 
be graduates of an approved four-year 
college with a major in accounting and 
in addition requires the candidate to ob- 
tain one year of public accounting expe- 
rience before receiving a certificate as a 
CPA. However, an additional accredited 
one-year accounting course at an accred- 
ited college or university may be offered 
in lieu of the required year of public 
accounting practice.? 


Undergraduate Preparation 


Formal education serves only as the 
springboard in the training to reach or 
to acquire professional competence.‘ 
The undergraduate program or sequence 
must be framed so that it prepares a 
student for added training, if desired. 
We must also remember that 50% to 
70% of all graduates with a bachelor’s 
degree majoring in accounting do not 
enter the public accounting field. They 
are employed immediately following 
graduation in various phases of business, 
government service, industry, private 
positions and education. Since they 
study with others who will prepare for 
public accounting, the basic courses 
must be substantial and suitable for all. 
The college or school of business admin- 
istration cannot offer special under- 
graduate courses exclusively for future 
practitioners. The program must also 
prepare those students desirous of study- 
ing accounting but who do not expect to 
pursue careers in public accounting. 
This program will not yield the depth 
in professional preparation as envisioned 
by the Commission for the CPA of 
tomorrow.’ However. the program of 
study as offered in New York State. with 
which the writer is familiar, would 
appear to meet the Commission’s stand- 
ards for the undergraduate program. 


The Qualifying Examination 


Upon completion of a four-year un- 
dergraduate degree, a student could sit 
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for this examination. In substance, it 
will be similar to the graduate record 
examination utilized presently by many 
graduate schools as an entrance exam- 
ination. The qualifying examination 
will test the intellectual capacity and 
academic achievements of the candidate.® 
The scoring is not on a pass or fail 
basis but rather in percentiles. How- 
ever, if the percentile result is too 
low. the student could be afforded the 
opportunity of retaking it, or he may 
be classified as unacceptable. The set- 
ting of the norm is important for 
evaluating the results. The results are 
not infallible so that often the judgment 
of the teachers may be called upon to 
determine approval or disapproval. Na- 
turally, a student who was ill or dis- 
turbed by outside problems would not 
score his or her potential and therefore 
should be allowed, under such circum- 
stances, to retake the test. This test 
should not be considered as an avenue 
to weed out candidates based purely 
upon results, but should rather disclose 
the attitude, aptitude and potential as 
related to the public accounting profes- 
sion. A widely known vocational-guid- 
ance test which yields the ten basic 
interest profiles is the Kuder Preference 
Record." 


Need For A New Test 

A new test should be organized so 
that the results will serve to disclose 
the reasoning, attitude, ability and edu- 
cational background pertaining to basic 
accounting principles, aptitude for pro- 
fessional endeavor, and the use of the 
English language. 

Ability is important, but equally es- 
sential are the many other personal qual- 
ities that a member of the profession 
should possess at least in the raw stage. 
No one has invented a crystal ball 
whereby we can predict the best path 
for any individual to reach his maxi- 
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num potential with mental satisfaction. 
Having a knowledge of one’s capacities 
and applying them to their fullest values, 
are two separate links which, jointly 
furthered, must spell successful results.® 


Benefits of a Qualifying Examination 
This type of educational evaluation 
will serve the student, the school, and 
the profession, equally and beneficially.® 
It will serve as a guide or point of 
consideration to the student as to wheth- 
er he should embark upon advanced 
study to expand his background for the 
public accounting profession. Without 
any doubt, it will reduce the number 
of applicants for future CPA exam- 
inations by virtue of added graduate 
study, but it may tend to recruit former 
graduates who have matured and desire 
to return to college to achieve their 
newly acquired professional goal. 


The Professional Academic Program 


After completing the four-year degree 
course and after favorable results on 
the qualifying examination, a student 
will seek to finish a year of postgraduate 
study which will concern itself with 
the pure professional aspects of public 
accounting. The materials and case 
studies will have to be accumulated 
from the public practitioners since there 
is little text material available to delve 
into actual professional procedures.!° 
This will, of necessity, entail the recruit- 
ment of faculty members with practical 
experience in public accounting. 

Ti poses another problem as to whether 
the experience of the faculty must have 
been gained with large, medium or 
small accounting firms since the clientele 
and service rendered, as well as the 
problems encountered, vary with month- 
ly, quarterly and annual audits. As- 
suming that the majority of professional 
practitioners are individuals or small 
firms, it may be judged that any experi- 
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ence of several years would suffice since 
the majority of the accounting gradu- 
ates are employed by the smaller firms, 


Content of the Professional Program 


A master’s degree is not required, but 
what is to be the content of this year’s 
program in semester hours or credits 
awaits definition and explanation. The 
Commission does suggest that the fol- 
lowing areas be included: oral and 
written communication; auditing and 
other aspects of public accountancy in- 
cluding taxes, accounting systems, pro- 
fessional conduct and administration of 
a practice; accounting principles: and 
business policy. It is also intended that 
classroom materials will be derived from 
accounting practice. The practicability 
of obtaining such case materials, how- 
ever. is not considered, while a serious 
question may be raised as to whether 
classroom materials can ever approxi- 
mate realistic professional experiences. 


As to whether the program must be 
completed within one year or in as many 
as the candidate wishes, if he prefers 
to travel slowly, must be explained. In 
any event, the courses of study will not 
be part of the undergraduate level but 
will be concerned exclusively with ad- 
vanced professional study. The gradu- 
ate program should not be weakened by 
shifting any areas of accounting studies 
presently incorporated in the under- 
graduate level to the subsequent pro- 
gram. 


Independent Schools of Accounting 


Eventually, schools of public account: 
ing or institutes of public accounting 
will operate independently or at least 
as a subdivision within the graduate 
schools of business administration. Pres- 
ently, this program would be adminis 
tered within the graduate school as 
postgraduate study. It appears very 
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A Professional Academic Program 


likely that a candidate who is completing 
a full year may, with a few additional 
courses, fulfill the requirements for the 
master’s degree. From a recent survey, 
it appears that deans were rather unim- 
pressed with the advantage of setting 
up a separate school and felt that it was 
unnecessary and harmful.1! That is 
to be expected when a new and untried 
program is embarked upon. Let one 
school show the way and reap untold 
favorable public response and support, 
and all the others will follow quickly to 
share in the new harvest of glory and 
attainment. 


Graduate Accounting Programs in 

New York City 

The professional program, as men- 
tioned earlier, should not include any 


basic courses from the undergraduate 
level or be conducted in the undergradu- 
ate division. Figure I presents a sum- 
mary of the graduate school offerings 
in accounting in New York City colleges 
and universities and discloses that with 
slight additions the new professional 
academic program could be imple- 
mented. 


The CPA Examination 


Although the Report publishes sta- 
tistical results relative to the CPA 
examinations, which are discouraging, 
it does not offer any recommendation 
to change the pattern.!? Could the 
members of the Commission have been 
satisfied with the make-up of the total 
examination, the division of its parts or 





FIGURE I 


Comparative Analysis Of Graduate Accounting Programs In New York City 


OVERALL PROGRAM 




















Accounting Taxation Seminar Total 
University Courses Credits Courses Credits Courses Credits Courses Credits 
A 9 28 2 2 6 13 40 
B ij 14 5 ae 2 4 14 28 
C 12 36 4 12 2 6 18 54. 
D 14 38 6 16 1 8 24 62 
ACCOUNTING COURSES 
Basic Advanced Study and Private 
University Courses Public Accounting Accounting Total 
A a 2 y 9 
B <= 5 2 7 
€ — 7 5 12 
D 5 5 4 14 
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the results obtained? Surely, they must 
hope that under the implementation of 
the proposed new studies, the results 
will improve from 20% to 50% passing. 
It is to be hoped that they visualized this 
possibility, but nevertheless some study 
should be made as to the format of this 
examination. It is commendable that 
all jurisdictions employ the uniform 
examination, subject to minor additions 
or omissions, and that it has been pre- 
pared similarly in parts since 1917. 
However, it could be considered discour- 
aging that the results in percentage pass- 
ing have not improved during these 
many years. It is to be hoped that 
with the proposed extension of academic 
preparation, an increasing percentage 
of candidates will pass the examinations. 
The Report implies that if the exam- 
ination were framed toward testing the 
academic and professional program, the 
results should improve. Therefore one 
may conclude that a candidate can sit 
for the full examination upon successful 
completion of the professional academic 
program whether it be one, two or more 
parts. Experience should follow rather 
than serve as an admission requirement 
for any part. This procedure, if sub- 
sequently adopted, would be merely a 
test of academic training and, without 
any experience, the CPA certificate, 
according to the Report, could be 
awarded.!® The license to be a CPA 
would therefore be meaningless as to 
professional ability since it would rep- 
resent merely a test of academic train- 
ing. In any event, it will be confusing 
to the public since the CPA title will 
not truly evidence professional com- 
petence achieved through professional 
practice. 
Improvement of the CPA Examination 
As a suggestion, the writer believes 
that under the desired national program 
the CPA examination form should be 
studied and improved. Why do we need 
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so many parts? It could be merged 
into one or two examination sections 
and a candidate should be allowed to 
obtain credit for any part he passes and 
not be faced with additional obstacles, 
Whatever may be the purpose of giving 
many parts, the same can be accom. 
plished equally as well in one or two 
parts. Do we really need a separate ex. 
amination for business law? In serving 
the public, which area is more important 
for the beginner, business law or taxa- 
tion in all its phases? 

Some insight into the problem may 
be gained by reference to the New York 
bar examination. Upon graduation 
from law school, and without any prior 
or subsequent experience, a graduate 
may sit for the two-part examination. 
There are no other parts in addition 
to these two: 

1. Substantive Law—Theory and Prin. 
ciples—about 7 hours; one full day 
with a break. 

2. Adjective Law—Application of Prin- 
ciples and Procedures — about 6 
hours in one day. 

Ji the graduate passes both parts, he 
is approved; if he passes one part, he 
receives credit for it and retakes the 
part he failed; if he fails both parts, 
he retakes both parts. It does not mat- 
ter whether he passed part 1 or part 2 
first, he receives full credit for any part 
passed. 

The writer offers the following sug: 
gestions relating to the CPA examina 
tion: ; 


1. That future CPA examinations be 
divided into two parts. 


2. One part of about seven-hours dura- 
tion, to be taken upon completion of 
the academic professional program, shall 
concern itself with the theory and prit- 
ciples relative to the following: Account: 
ing, Auditing, Business Law and Taxa 
tion. 
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A Professional Academic Program 


3. The second part should be given after 
the candidate has completed a full year 
of approved accounting experience. It 
should be of seven-hours duration and 
concern itself with Auditing (standards, 
applications, practices and problems) 
but on a practical plane wherein ac- 
cepted professional standards may be 
displayed in acceptable form. 


4, A candidate receives credit for pass- 
ing any part and must retake only the 
part failed whether it be part 1 or 
part 2. 
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The Value of a Liberal Education 


Liberal education helps to place an accountant on an equal social and 


intellectual 


doctors, and engineers—as well as with top business executives. 


footing with other professional people—educators, lawyers, 


Social, 


cultural, and intellectual acceptability enhances the accountant’s influence 
and usefulness, broadens his human relationships, and better fits him to 
understand and carry out the social aims of his profession. 


The purpose of studying liberal arts is to acquire not a store of facts 


but rather ideas and attitudes 


Richness of life, intellectual strength, and spiritual growth come from 


a breadth of culture. 


A member of any group with professional ideals 


requires courage and integrity, humility and tolerance, imagination, and 


a wealth of background on which to draw. 


from TRAINING FOR THE Proression by Donald P. 
Perry, the JouRNAL oF AccounTANCY, November 1955. 
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New York State Tax Forum 


Conducted by BENJAMIN Harrow, C.P.A. 


Tax—Exemptions . 





Interstate Commerce and the Franchise 

Tax 

One of our members has asked us to 
comment on the case of Panhandle 
Eastern Pipe Line Co. v. Michigan Cor- 
poration and Securities Commission." 
The Michigan State Supreme Court held 
that in an allocation formula interstate 
sales may not be included in the tax 
base to any extent. The case was taken 
to the United States Supreme Court, 
which refused to review the decision. 
Michigan uses the familiar factors of 
property, payroll and gross receipts in 
the allocation formula. In the case of 
interstate sales 50% of gross receipts 
is included in the tax base if goods are 





BenJAMIN Harrow, C.P.A., has been a 
member of our Society since 1928, and 
a member of the American Institute of 
Accountants since 1922. He is a mem- 
ber of the New York Bar and Professor 
of Law at St. John’s University. 

Mr. Harrow is a past Vice-President 
of the Society. He is a member of the 
Society’s Committees on Meetings and 
Committee Operations, and has served 
for a number of years on the Institute’s 
Committee on Federal Taxation. 

Mr. Harrow is engaged in practice 
as a certified public accountant and at- 
torney in his own office in New York 
City. 
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Interstate Commerce and the Franchise Tax. . 
. . Change of Status from Resident to Nonresident. 


. Unincorporated Business 


produced outside Michigan and _ sold 
within Michigan, or if goods are pro- 
duced in Michigan and sold outside the 
state. Panhandle objected on the ground 
that this definition of gross receipts im- 
posed a tax on the right to do interstate 
business. Under the court’s rule, a state 
may tax only goods produced and sold 
within the state. 

New York does not use this 50% 
factor in allocating gross receipts. New 
York includes in the tax base first the 
the sales of tangible personal property 
located within the state at the time of 
the receipt of an order. Even if the 
property is not located within the state, 
it will still be allocated to New York if 
the property which is located outside 
the state is not at any permanent or 
continuous place of business maintained 
by the taxpayer without the state and 
the orders are received or accepted 
within the state. The fact that the goods 
were manufactured outside the state 
does not affect the allocation within or 
without New York unless the factory is 
a permanent place of business. 

Is the extent to which the New York 
receipts factor includes in the numera- 
tor a portion of interstate business arbi- 
trary? The allocation of receipts to 
New York because the property, though 
located outside New York, is not at a 
permanent place of business, is a harsh 
provision and gives the Commission 4 
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New York State Tax Forum 


limitless power to allocate sales to New 
York. In the light of the Panhandle 
decision it might be advisable to test 
this provision in the courts. It should 
be noted that if goods are left in a pub- 
lic warehouse outside New York, the 
taxpayer is deemed to have a regular 
place of business but not a permanent 
place of business. Is this an arbitrary 
provision ? 

Unincorporated Business Tax— 

Exemptions 


Income from professions is not sub- 
ject to the unincorporated business tax. 
The court recently held? that a non- 
lawyer licensed to practice as a Regis- 
tered Interstate Commerce Commission 
Practitioner is subject to the unincor- 
porated business tax. He is not en- 
gaged in a profession. The taxpayer 
devoted his full time in representing 
clients before the Interstate Commerce 
Commission and State regulatory bodies. 
He prepared applications, petitions, ex- 
ceptions and briefs, appeared at hear- 
ings, examined and cross examined wit- 
nesses, conducted investigations and fur- 
nished financial analyses and advice to 
those he represented. 

The court pointed out that no uni- 
versity awarded degrees in the specific 
field, even though courses were given 
in Interstate Commerce Law and Com- 
mission Practice. Even though the ac- 
tivities require specialized skill and 
technical knowledge, his status does not 
require “knowledge of an advanced 
type in a given field of science or learn- 
ing gained by a prolonged course of 
specialized instruction and study” which 
is essential to the term professional as 
used in the statute. 

The court noted that this taxpayer 
was not like the landscape architect or 
industrial designer who has been held 
to have professional status probably be- 
cause universities give academic recog- 
nition in those fields. 
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Change of Status from Resident to 

Nonresident 

A resident is taxed on income from 
all sources. A nonresident is taxable 
only on income from sources within the 
state. Suppose a taxpayer reporting on 
a cash basis earns income while a resi- 
dent of New York and receives it after 
he has changed his status to that of a 
nonresident. Does he escape a New 
York tax on such income? 

This situation is covered by the regu- 
lations. If the taxpayer changes his 
status, two returns are required, one as 
a resident and the other as a nonresi- 
dent. The return for the period prior 
to the change must include all items of 
taxable income received or accrued up 
to the date of change in status. In 
other words, for that period the return 
must be on the accrual basis. 

There is another interesting provi- 
If two returns for one taxable 
year are filed because of a change of 
residential status, the tax due shall not 
be less than would be payable if the 
total income shown by the two returns 
were included in a single return. 


sion. 


A recent case in another jurisdiction ° 
apparently does not accept this New 
York treatment. In that case a resident 
of Minnesota reported income on an 
installment basis. Before he received 
all the payments he became a resident 
of another state. The Minnesota Board 
of Tax Appeals held that the tax was 
limited to the tax on the gain received 
during the time the taxpayer was a 
Minnesota resident. The court could 
not accrue the entire gain in the year 
the taxpayer changed his status. 
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Accounting at the SEC 


Conducted by Louis H. Rappaport, C.P.A. 


SEC RELIANCE ON AJA BULLETINS 


As readers of this column may know, 
the SEC prefers to have pronounce- 
ments relating to accounting and audit- 
ing originate with the public accounting 
profession. Authoritative opinions by 
the profession on matters dealing with 
accounting and auditing usually origin- 
ate with the American Institute of Ac- 
countants committees which periodically 
issue Accounting Research Bulletins and 
Statements on Auditing Procedure. 
There have been very few occasions in 
which the SEC has taken a position dif- 
ferent from that indicated in the AIA 
bulletins. This is probably to be ex- 
pected inasmuch as the AIA bulletins 
are submitted to the SEC for comment 
(but not necessarily for approval) be- 
fore they are issued. 

When a bulletin has been issued by 
an AIA committee (and provided the 
SEC concurs in it), the Commission 
does an excellent policing job in enforc- 
ing the views expressed in the bulletin. 
If, for example, the financial statements 
in a registration statement or other 
document filed with SEC indicate an ac- 
counting or auditing practice which de- 





Louts H. Rappaport, C.P.A., a partner 
in the firm of Lybrand, Ross Bros. & 
Montgomery, C.P.A.s, is the author of 
SEC Accounting Practice and Procedure. 
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part from that recommended in an AIA 
bulletin, the SEC is quick to suggest that 
appropriate revisions be made in the 
financial statements, the accountant’s 
certificate or the scope of his examina- 
tion. In support of its recommendation 
the Commission invokes the AIA bulle- 
tins in a way which indicates that the 
SEC examiners memorize those _bulle- 
tins. 

What would be the situation if it were 
known at the time of a filing with the 
SEC that a particular bulletin was in 
process of being revised? Would the 
SEC insist on compliance with the exist- 
ing bulletin—knowing that a_ revision 
is under way—or would it be willing to 
adopt the recommendations in a bulletin 
which has not been issued, but which 
the Commission knows have been ap- 
proved in principle by the AIA com- 
mittee? This situation actually oc- 
curred not long ago and I[ am in- 
debted to Weldon Powell of Haskins & 
Sells for calling the following item to 
my attention. 

First, however, some background. 
One of the principal pronouncements o! 
the AIA Committee on Accounting Pro- 
cedure is embodied in Chapter 7(c) of 
Bulletin No. 43, relating to business 
combinations. The bulletin discusses the 
accounting to be followed when two or 
more corporations are brought together 
or combined for the purpose of carry: 
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ing on the business previously con- 
ducted by them. The accounting to give 
effect to the combination will vary de- 
pending on whether the combination is 
deemed to be a “pooling of interests” or 
a “purchase”. Depending on how the 
transaction is construed (that _ is, 
whether it is a “pooling” or a “pur- 
chase”) the accounting results may be 
vastly different. 


When it was originally promulgated, 
Chaper 7(c) provided that there could 
not be a “pooling of interests” unless 
the corporations were brought together 
or combined in a single corporation. 
This ruled out the possibility of a 
“pooling” where a parent-subsidiary re- 
lationship existed after the combina- 
tion was effected. In many cases it is 
not possible or not practicable to merge 
the predecessor companies into a single 
corporation and for that reason it 
seemed to many that the insistence on a 
single corporation after the combination 
was unrealistic and unnecessarily harsh 
in its consequences. 


Accordingly, Chapter 7(c) was re- 
vised recently. One of the principal 
changes is to the effect that there can 
be a “pooling” even though the com- 
bined companies survive in a parent- 
subsidiary relationship. : 


In October, 1956 when it was fairly 
common knowledge that Chapter 7(c) 
would be revised along the lines indi- 
cated above, the X Steel Company filed 
a registration statement with the SEC. 
The prospectus indicated that the X 
Steel Company had issued a block of 
its common stock in exchange for all 
of the capital stock of the C Company 
which, however, continued to operate 
as a wholly-owned subsidiary. The 
President and former principal share- 
holder of the C Company and another 
oficer of that company became direc- 
tors of the X Steel Company. Appar- 
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ently, the transaction had all the ele- 


? 


ments of a “pooling” except that the 
C Company, after the combination, con- 
tinued to operate as a subsidiary. 


The consolidated balance sheet of X 
Steel Company showed earned surplus 
in two amounts: One amount represen- 
ted the earned surplus of the X Steel 
Company and another amount ($6,316,- 
000) represented the earned surplus 
of C Company immediately prior to 
the acquisition of all its stock by the 
X Steel Company. A note to the bal- 
ance sheet indicates how the amount 
of $6,316,000 is arrived at and goes on 
to say that it represents the portion of 
the earned surplus of the C Company 
which would be includable in consoli- 
dated earned surplus if the exchange of 
stock between X and C were treated as a 
“pooling”. Then the note continues as 
follows: 

Since there has been no merger of the 
two companies, this business combina- 
tion faiis to meet one of the technical 
requirements for “pooling of interests” 
as presently set forth in the applicable 
Accounting Research Bulletin of the 
American Institute of Accountants, but 
it is understood that this bulletin is now 
in process of revision. In the event that 
the contemplated revision does not sanc- 
tion treating this combination as a “pool- 
ing of interests”, the company undertakes 
to comply with the then existing require- 
ments either by merger of the companies 
or by including retained earnings of the 
C Company as of October 31, 1955, as 
adjusted, in consolidated capital surplus. 


It may not be fair to assume that the 
note quoted above was inserted at the 
request of the SEC. It may have been 
inserted voluntarily by the company or 
at the suggestion of its accountants. In 
any case, however, in the light of the re- 
vision of Chapter 7(c) by the AIA Com- 
mittee, presumably the accounting in- 
dicated in the prospectus is appropriate, 
and the “undertaking” referred to above 
has no effect. 
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Administration of a CPA Practice 


A forum for the exchange of views and information on all aspects of the 
administration of an accounting practice. 


Conducted by Max Bock, C.P.A. 


Checklist for Mailing Financial Statements... 


Bringing In and Retiring Partners. 


Checklist for Mailing Financial 
Statements 


The mailing of financial statements 
must not be looked upon as a detail of 
minor importance because serious em- 
barrassments may result from such an 
attitude. Many business owners are 
most anxious that the intimate details of 
their business not fall into the hands of 
employees as a result of carelessness. 
Such happening could conceivably jeop- 
ardize the accountant-client relationship. 
Late delivery and lost statements can 
also result from loose methods. 

It is therefor most advisable that the 
report mailing procedures be made as 
foolproof as is possible. Here are some 
thoughts in this direction. 





Max Buiock, C.P.A. (N. Y., Pa.) is a 
former chairman of the Committee on 
Administration of Accountant’s Practice 
of the New York State Society of Certi- 
fied Public Accountants. He is a lecturer 
at The City College of New York in 
the graduate course on Accounting 
Practice. Mr. Block is a member of the 
firm of Anchin, Block & Anchin. 
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First, a permanent record of mailing 
instructions, either in card or loose-leaf 
form, should be maintained for refer- 
ence purposes. This record should dis- 
close, as a minimum, the names and ad- 
dresses to which reports are to be 
mailed, and the number of copies. Pro- 
cedures should also be in existence for 
the timely notation of revisions in the 
instructions. 

Second, the mailing envelope should 
be sturdy and have imprinted on it in 
bold type terms such as “Confidential” 
or “Personal” and, if required, “Per- 
sonal Attention Of.” 

Third, the postage must be adequate 
to insure against loss of time in delivery 
or other miscarriage that may result 
from such carelessness. 


Before the report is sealed it should 
be checked as to these points: 

1. Has it been signed and is the letter 
of transmittal, if any, enclosed? 

2. Are the names and addresses on the 
mailing envelope, and the number of 
copies, in accord with the reference 
cards? 

3. Are the right company’s statements 
enclosed ? 
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Administration of a CPA Practice 


When sealed, and before placed in the 
mail box, the following items should be 
checked: 

1. Is postage adequate? 

2. Is the envelope securely sealed? 

3. Where registered mail is used, is 
that noted on the envelope? 

4. If certified mail is to be used, has 
the return form been prepared ? 

5. Where a report mailing register, or 
other similar purpose record is main- 
tained, has the mailing date been re- 
corded? 

6. If air mail is to be used, is that be- 
ing complied with? 


Other data conceivably may be de- 
sired in individual situations and provi- 
sion could readily be made therefor. 


Bringing In and Retiring Partners 

These two serious problems were dis- 
cussed at the September 1956 annual 
meeting of the American Institute of 
Accountants. Nelson Conway, CPA, 


read a paper entitled “Bringing in 
Partners” and John L. Favoloro, CPA, 
discussed “Retirement of Partners.” 
Both are meritorious papers but, be- 
cause of time limitations, do not deal 
with the subjects in such detail as to 
necessarily answer every question that 
might be raised. However, the papers 
nevertheless are thought provoking and 
do provide considerable concisely pre- 
sented material. 


“Bringing in Partners” is based on 
forty responses to a questionnaire di- 
rected to a cross section of Institute 
members as to their policies with respect 
to the admission of partners. Actual 
facts and figures are contained in the 
analysis prepared by Mr. Conway. 

Mr. Favoloro apparently has also 
utilized live case studies and submits 
summaries of nine varied retirement 
plans. 

A review of these papers will appear 
in this column within the next few 
months. 


Which Fiseal Year? 


What is the best fiscal year for a company to follow? 


According to the American Institute of Accountants there is an annual 
activity cycle, called the “natural business year,” in almost every field. The 
Institute says that the end of this cycle is characterized by low levels of 
inventories, accounts receivable and outstanding loans. 


Closing out at the end of this “natural business year” brings several 


advantages, the Institute declares 


The income statement shows operating results during a full cycle of 


business, rather than an artifical period that may break off in the middle of 


a peak season. 


Financial statements are ready when they are needed to plan the follow- 


ing year’s operations. 


The low inventories allow less scope for disagreement with the tax col- 


lector on inventory valuations. 


Finally, and this is a point dear to the accountants’ hearts, accountin 
y p 4 
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services are more readily available and more effective if year-end auditing 
requirements are distributed throughout the year, rather than concentrated 
in a single peak season following December 31. 


from Tue New York Times, October 2, 1956. 
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Payroll Tax Notes 


Conducted by SAMUEL S. Ress 





Unemployment Insurance—Coverage 

Extended to 200,000 Employees 

The New York State Department of 
Labor urges all firms employing fewer 
than three employees to check their 
records for possible coverage under the 
New York State Unemployment Insur- 
ance law. On January 1, 1957 coverage 
was extended to firms which have only 
two employees, thereby bringing under 
the law some 200,000 additional per- 
sons not heretofore covered. 

The Industrial Commissioner an- 
nounced that the Governor will press 
for legislation this year to bring into 
the unemployment system the 150,000 





SAMUEL S. REss, an Associate Member 
of our Society since 1936, is a member 
of the New York and Massachusetts 
Bar. He is engaged in public practice 
in his own office in New York City 
specializing in payroll taxation and 
labor-management matters. 

Dr. Ress is a member of the Society’s 
Committee on New York State Taxation 
and Chairman of its Subcommittee on 
Unemployment Insurance. 
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Unemployment Insurance—Coverage Extended to 200,000 Employees . 
Failure to File Reports on Time Results in Loss of Reduced Rate. . 
Oyster Fishing Not Considered Farm Labor. . 
Practices under the N.L.R.B. . . . Fair Labor Standard’s Act Recent 
Holiday Regulation Rescinded . . . Subcontracting Does Not Avoid 
Overtime Liability Under Walsh-Healey Act . . . Overtime Required 
for After-Hours Work . . . Corporate Officers Deemed Employers 
Subject to Wage-Hour Law Penalty .. . New Employer’s Tax Guide 
Circular “E” Issued . . . Employer’s Statement on Sick Pay. 


. Unfair Employment 


workers in single-employee firms who 
are still excluded. The administrative 
problems which prevented universal 
coverage in New York in former years, 
have been overcome, according to Com- 
missioner Lubin. 


It is important to note that any firm 
which at the present time has only one 
employee, and then adds a second em- 
ployee just for a single day or part of 
a day now becomes liable for the un- 
employment insurance tax for at least a 
full calendar year. The employer's 
coverage continues until such time as 
he applies for exemption and his appli- 
cation is granted. While coverage un- 
der the law is automatic once his em- 
ployment situation makes the employer 
subject, exemption from coverage by a 
formerly covered employer requires the 
filing of an application to discontinue 
coverage and appropriate action thereon 
by the Unemployment Insurance Divi- 
sion. Newly-covered firms who have 
not received registration numbers as 
yet, should report their status to the 
Division. 
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Failure to File Reports on Time Results 
in Loss of Reduced Rate 


Under the law an employer must be 
up to date on all unemployment tax 
reports by September 30th in order to 
receive a lower rate to which he would 
be entitled in the following year. The 
employer, a New York City garage 
owner, had his rate of 0.7 percent 
raised to 2.7 percent for the year as 
the result of the Referee’s ruling sus- 
taining the determination of the Indus- 
trial Commissioner, thereby resulting in 
the imposition of the higher rate. The 
referee observed that illness of the cor- 
porate employer’s principal officer did 
not excuse the late filing of reports for 
the first and second quarters of 1955. 
As a consequence the employer had to 
pay unemployment insurance contribu- 
tions on his 1956 payrolls at 2.7 percent 
instead of 0.7 percent. 

Another penalty being imposed 
against employers for repeated failure 
to submit quarterly reports on time, as 
indicated by some of the recent activi- 
ties of the Division of Employment, 
consists of criminal prosecutions, with 
fines ranging from $10 to $250 with 
alternative jail sentences. Such action 
has recently been taken by the State 
against 40 employers. 


Oyster Fishing Not Considered Farm 

Labor 

An unemployment insurance referee 
overruled a determination of the Indus- 
trial Commissioner that a former skip- 
per of a clam and oyster fishing boat 
was engaged in agricultural labor and 
not covered by the unemployment in- 
surance law. The referee noted that 
“nowhere does the statute [referring 
to the copious definition of agricultural 
employment contained in the law] in- 
clude the catching of clams or oysters, 
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or the harvesting of shellfish as agri- 
cultural labor performed on a farm”. 


Unfair Employment Practices Under the 

While on the one hand the N.L.R.B. 
ruled that a hysterical and profane out- 
burst by a woman president of a com- 
pany, after the union won an N.L.R.B. 
election, was merely an expression of 
disappointment, chagrin and anger and 
was not an unfair labor practice, the 
Board also ruled that a union, which 
threatened a strike to enforce its “first 
in-first out” hiring roster, must pay lost 
wages to employees who would other- 
wise have obtained employment. 


Fair Labor Standard’s Act Recent Holiday 

Regulation Rescinded 

The widely-publicized ruling promul- 
gated prior to Christmas of last year has 
been withdrawn as of January 14, 1957. 
Employers can no longer grant longer 
holiday week-ends in exchange for an 
extra day’s work in the week before or 
after the holiday, without incurring 
overtime pay under the federal wage 
laws. The policy has been reviewed in 
the light of country-wide experience 
over the Christmas and New Year’s holi- 
days. It had been subject to criticism 
by some employee and employer groups. 


Subcontracting Does Not Avoid Overtime 
Liability Under Walsh-Healey Public 
Contracts Act 
In an administrative proceeding under 

the act, a hearing officer ruled that 
where the owners and managers of a 
transport company, which delivered cer- 
tain products which an oil company had 
contracted to furnish to the government, 
were also the owners of the oil com- 
pany, one entity was the alter ego of the 
other and both were responsible for the 
overtime violations. 
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Overtime Required for After-Hours Work 


An employer did not avoid liability for 
overtime work by hiring a supervisor to 
install a mechanized conveyor belt in 
his plant. Some of the regular em- 
ployees had asked the supervisor if they 
could work on the installation after regu- 
lar hours with the consent of their em- 
ployer. The workers were paid straight 
time for the after-hours work by the 
supervisor who was reimbursed by the 
employer. In an injunction suit brought 
by the Secretary of Labor, the employer 
was enjoined from violating the over- 
time, record-keeping and hot goods pro- 
visions of the Act. 


Corporate Officers Deemed Employers 
Subject to Wage-Hour Law Penalty 


In a recent civil action instituted by 
the Secretary of Labor to enjoin alleged 
violations of the overtime pay, minimum 
wage, and record-keeping provisions of 
the Fair Labor Standards Act the gov- 
ernment sought to have a decree issued 
not only against the corporation but 
against the officers of the corporation. 
The government charged that the indi- 
vidual officers stood in the same position 
as the corporation and for purposes of 
the law were subject to prosecution as 
individuals in the injunction proceed- 
ings for the alleged omission of the cor- 
poration to comply with the law. 


New Employer’s Tax Guide Circular ‘“E”’ 

Issued by U. S. Treasury Dept. 

The most recent federal payroll tax 
rules are now available in the recently- 
issued Employer’s Tax Guide. It con- 
tains instructions for the withholding, 
deposit, payment and reporting of in- 





come tax withheld from wages, em- 
ployee and employer taxes under the 
Federal Insurance Contributions Act 
(for Social Security) and the employer 
tax under the Federal Unemployment 
Tax Act. Copies may be obtained at the 
Internal. Revenue Bureau. 


Employer’s Statement on Sick Pay for 
Employee’s Income Tax Reports 


Employers may elect to withhold or 
not to withhold income tax from tax- 
exempt wages paid to employees absent 
from work because of illness. Em- 
ployers who withhold income tax on 
such wages may give their employees 
the following form of statement in sub- 
stantiation of the amount of excludable 
sick pay reflected on form W-2 for 1956 
and 1957. 


On the 1956 withholding tax statement, 
Form W-2, furnished to you by this cor- 
poration, sick pay excludable under sec- 
tion 105(d) of the Internal Revenue 
Code of 1954 in the amount of $ 
is shown. If you claim this exclusion on 
your 1956 income tax return, the Internal 
Revenue Service instructions pertaining 
to the filing thereof, require you to en- 
close with your return a detailed compu- 
tation in support of such sick pay exclu- 
sion. However in view of the payroll 
records maintained by us, we are author- 
ized under Rev. Proc. 57-1, I.R.B. 1957-2, 
to advise you that this statement will 
satisfy the Service’s instructions, and that 
when you file your return, you may 
attach this statement thereto in lieu of 
the detailed computation required by the 
Service’s instructions. 


Employers other than corporations 
may make appropriate changes in the 
statement. If the employer issues this 
statement, the sick pay must be sepa- 
rately stated on form W-2. The em- 
ployer assumes full responsibility for 
the accuracy of the figures stated 
thereon. 
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Federal Income Tax Notes 


Conducted by Ricuarp S. Hetstein, C.P.A. 


Supreme Court Decision . 
Waiver .. 


. . Involuntary Conversions. . 
. Retroactive Revocation of Foundation’s Exemption Held 


. Executor’s 


Improper ... Short-Term Trust Rulings . .. Doctors’ Business Entertain- 
ment Expenses... Accrual of Penalties and Taxes .. . Post-Liquidation 


Payments by Transferee-Stockholders . . 


Supreme Court Decision 

The Supreme Court has ruled that 
losses by guarantors of corporate obli- 
gations are nonbusiness bad debts, de- 
ductible only as short-term capital 
losses, rather than fully deductible as 
ordinary losses, (Putnam v. Commis- 
sioner, 12/3/56) in order to resolve a 
question which has been the subject of 
conflicting decisions in various lower 
Courts. 


The Court reasoned: (1) Immedi- 
ately upon payment of the debt on 
behalf of the debtor, the guarantor be- 
comes the creditor; (2) the payment 





RicuarpD S. HEtstein, C.P.A., has been 
a member of our Society since 1940. 
He has been a member of the Commit- 
tee on Federal Taxation, as well as 
various other committees. He is pres- 
ently a member of the Committee on 
Publications. 


Mr. Helstein has contributed to account- 
ing and other publications, and deliv- 
ered addresses before our Society and 
other professional societies. He is asso- 
ciated with a prominent accounting firm 
in New York City. 
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. Miscellany. 


does not create a new debt but shifts the 
original debt by subrogation; (3) there- 
fore the loss is that of a worthless debt. 


The significance of point (2) above 
is its basis for overruling the rationale 
of the lower Court that a debt which 
is worthless when created is not a 
“valid debt” at all and therefore cannot 
give rise to a bad debt deduction. 


Involuntary Conversions 


A parent corporation insured itself 
against loss of value of stock held in 
a former subsidiary due to loss or 
damage of assets of that subsidiary. 
Property owned by the subsidiary was 
destroyed and the parent corporation 
received a recovery of insurance. It 
reinvested this recovery in the subsidi- 
ary which in turn used it to buy prop- 
erty similar to the property destroyed. 
However, this does not qualify for 
treatment under Sec. 1033, IRC 1954 
because the property converted was not 
“property” of the parent corporation. 
The “property” owned by the parent 
corporation was the investment in the 
subsidiary as a whole and, the Service 
holds, this “does not carry through to 
ownership of specific properties owned 
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(Rev. 


by the subsidiary corporation”. 
Rul. 56-636) 


Executor’s Waiver 

Is formal waiver by an executor of 
his right to commissions necessary to 
avoid his realizing taxable income? It 
is common practice, where the executor 
is a sole or principal beneficiary, to 
waive commissions in order to effect 
tax savings. 

Where an executor executed an agree- 
ment for a lesser amount of commis- 
sions than would be due him, before 
performing any services for an estate, 
and signed a waiver prior to the date 
on which he was entitled to receive the 
commissions, the Commissioner has 
ruled that the executor has received 
only the amount of commissions agreed 
upon, that there is no constructive re- 
ceipt of the balance, and that the waiver 
of the balance does not constitute a 
taxable gift (Rev. Rul. 56-472, IRB 
1956-37, 9). 

Because of the manner in which the 
ruling was couched, it is not clear 
whether (1) a formal waiver is neces- 
sary, (2) and whether it must be 
executed before performance of services 
to the estate, in order to avoid the 
pitfalls. Nor is it clear what should 
or can be done in cases where services 
were begun prior to the ruling and the 
intent is that no commissions are to 
be paid. 


The ruling merely states that where 
there is a waiver, there are no tax con- 
sequences to the executor; it does not 
affirmatively state that there must be a 
waiver to avoid the tax. 


Retroactive Revocation of Foundation’s 
Exemption Held Improper 


In Lesavoy Foundation v. Com., (CA- 
3, 11/12/56) it was held that the Com- 


missioner exceeded his authority in 
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retroactively revoking a certificate of 
exemption to a foundation. The ques- 
tion, which recently has caused much 
litigation, should be resolved by the 
Supreme Court which has granted certi- 
orari in the case of Automobile Club 


of Michigan v. Com., (CA-6, 1956). 


Short-Term Trust Rulings 


Where the grantor of a trust has a 
reversionary interest in the corpus 
which will revert to his estate upon his 
death, if his life expectancy under U.S. 
actuarial tables is more than ten years 
he is not taxable on the income earned 
by the trust (Rev. Rul. 55-34, 1955-1 
CB 226). 


However, the income attributable to 
additional subsequent donations to the 
trust will be taxable to him, if at the 
date of the additional grant the grantor’s 
life expectancy is not more than ten 
vears (Rev. Rul. 56-601, IRB 1956-48, 
80). 


Doctors’ Business Entertainment 

Expenses 

The Internal Revenue Service has 
published in a Special Ruling (April 
21, 1955) some rather indecisive corre- 
spondence between the Director of the 
Audit Division and the American Medi- 
cal Association. It appears that doctors 
have been complaining to the AMA 
that Revenue Agents have been dis- 
allowing business entertainment ex- 
penses of doctors on the grounds that 
they were “unethical” and were so con- 


sidered by the AMA. 


The Commissioner replies that the 
administration of the provisions of Sec. 
23(a) (1) (A), IRC 1939 is based upon 
the facts in each particular case. The 
implication is that if the facts in the 
case warrant it, such expenses will be 
allowed. 
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However, the extract quoted from 
the AMA letter states only that: “There 
are circumstances under which a pro- 
fessional obligation may rest on a 
physician to entertain other physicians.” 
It makes no mention of expenses in- 
curred in belonging to clubs, attending 
luncheons, or entertaining other than 
“other physicians”. Thus, there is no 
indication as to whether the AMA con- 
siders such expenses unethical, and, 
accordingly, no guide for the examining 
Internal Revenue Agent. 


Accrual of Penalties and Taxes 


In the case of Estate of Esther M. 
Stein, (25 TC 940, 966-67), the Tax 
Court ruled that for purposes of deter- 
mining earnings and profits, fraud 
penalties were to be accrued in the 
year in which the fraudulent return was 
filed, for it was then that the fraud 
occurred. This decision was directly 
opposite to the Commissioner’s position 
in Rev. Rul. 107 (1953-1 CB 178) 
which held that fraud penalties could 
not be accrued as liabilities for the pur- 
pose of determining the amount of 
surplus and earnings available for divi- 
dends, until the liability therefor had 
become final and definite in amount. 


It had previously been held in Stern 
Brothers & Co., (16 TC 295), that 
income taxes, even though in dispute, 
when finally determined were to be ac- 
crued in the year to which they apply 
for the determination of earnings and 
profits. 


Now, in Drybrough et al v. Commis- 
sioner, (CA 6, 12/3/56), the Circuit 
Court has held that similar accruals are 
to be made in the computation of earn- 
ings and profits, even in the case of a 
taxpayer which reports on the cash 
basis. 
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Thus, in cases of diverted corporate 
funds, where fraud penalties are as- 
sessed against a corporation, and the 
amount diverted is taxed to the stock- 
holder as a dividend, it would appear 
that the corporation tax deficiencies 
must be accrued in the year in which 
the tax arose, and that the fraud penal- 
ties are to be deducted from earnings 
and profits in the year in which the 
corporate return was filed. 


Post-Liquidation Payments by 

Transferee-Stockholders 

Following the Arrowsmith decision 
(344 U.S. 6), the Tax Court held that 
payments in satisfaction of a liquidated 
corporation’s tax liability by its stock- 
holders were deductible as capital losses 
rather than ordinary losses. It also 
held that the interest which the stock- 
holders paid on the corporation’s tax 
liability was deductible as a capital loss 
in the amount accrued prior to the 
liquidation, and deductible as interest 
to the extent of the amount accrued after 
the liquidation (Floyd C. Ewing et al, 
27 TC No. 45). 


Miscellany 

The transfer by a corporation of an 
uncompleted building at cost, for its 
own stock plus cash, represents the sale 
of property and not a partial liquida- 
tion, where there was no contraction of 
the business. Thus, payment by the 
corporation of a compromised con- 
tractor’s bill subsequent to the transfer 
represented a loss fully deductible in 
the amount paid (Johnson-McReynolds 
Chevrolet Corp., 27 TC No. 31). 


Temporary assignment to a route in 
another town did not change the home 
of a post-office employee. Therefore 
his travel expenses were deductible 
(Henry W. Rice, TC Memo Op. 11/20/ 


56). 
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Official Decisions and Releases 


Three Major Releases Relating to Lawyer-CPA Cooperation . . 


(Ed. Note: Although two of these releases had previously appeared in our 
magazine, they are being reprinted because they may be considered as being 
incorporated, by reference, in the December 1956 Joint REPORT OF THE 
SpeciaL COMMITTEE ON PROFESSIONAL RELATIONS) 


Voted Resolution—Board of Regents 


Joint Report of Special Committee on Professional Rela- 
tions of American Bar Association and Committee on 
Relations with Bar of American Institute of Accountants 


This report has been approved for release by the Board of Governors 
of the American Bar Association and by the Executive Committee of 
the American Institute of Accountants 


Because of the interrelationship of 
financial and legal aspects of the mod- 
ern economy there sometimes is a basis 
for dispute as to whether a particular 
matter properly falls within the field 
of law or within the field of compe- 
tence of certified public accountants. 
The committee on professional rela- 
tions of the American Bar Association 
and the committee on relations with 
the bar of the American Institute of 
Accountants believe that any such 
question that may arise between the 
two professions should be resolved by 
conference and co-operation. One of 
the principal fields in which such ques- 
tions have arisen is Treasury practice. 

In 1951, the American Bar Associa- 


tion and American Institute of Ac- 


countants adopted a joint statement of 
principles relating to practice in the 
field of federal income taxation, for the 
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guidance of members of each _ profes- 


sion. 

On January 30, 1956, the Secretary 
of the Treasury issued a_ statement 
interpreting Treasury Department Cir- 
cular 230 relating to practice before 
the Department. In this statement 
the Secretary mentioned the need for 
uniformity in interpretation and ad- 
ministration of the regulations govern- 
ing practice before the Department 
and stated that the Department has 
properly placed on lawyers and ac: 
countants, under the Department's 
ethical requirements, responsibility for 
determining when the assistance of a 
member of the other profession is re- 
quired. He cited with gratification, 
“the extent to which the two profes- 
sions over the years have made prog: 
ress toward mutual understanding of 
the proper sphere of each, as for ex- 
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ample in the joint statement of prin- 
ciples relating to practice in the field 
of federal income taxation.” 


In concluding his statement, the 
Secretary said that relationships of 
lawyers and accountants in Treasury 
practice would be kept under sur- 
veillance, so that, if necessary, the 
matter can be reviewed later to deter- 
mine whether amendment of the reg: 
ulations governing practice before the 
Department or other appropriate ac- 
tion is necessary. 


Consideration of the public interest 
and the best interests of both profes- 
sions seems, therefore, to require ex- 
pansion of voluntary machinery for 
self-discipline by both professions and 
co-operation between them to enable 
differences between lawyers and cer- 
tified public accountants as they may 
arise—-whether in tax practice or else- 
where—to be resolved by conference 
and negotiation, and not by litigation. 


To this end, the special committee 
on professional relations of the Amer- 
ican Bar Association and the commit- 
tee on relations with the bar of the 
American Institute of Accountants 
have agreed that the National Con- 
ference of Lawyers and Certified Pub- 
lic Accountants, composed of members 
of the two committees, should serve 
as a joint committee to consider differ- 
ences arising between the two profes- 
sions and disputes involving questions 
of what constitutes the practice of law 
or accounting. 


The joint committee recommends 


the following procedures: 


l. That with respect to the field of 
federal income taxation, the two pro- 
fessions continue to adhere to the 
Statement of Principles, approved by 
the governing bodies of the American 
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Bar Association and the American In- 
stitute of Accountants in 1951. It is 
recognized that the statement is a 
guide to co-operation and does not 
presume to be a definition of the prac- 
tice of law or the practice of account- 


ing. 


2. That state organizations of the 
two professions consider the establish- 
ment in each state of a joint commit- 
tee similar to the National Conference 
for consideration of differences arising 
between members of the two profes- 
sions. 


9 
v0. 


That before any state organiza- 
tions of either profession shall institute 
or participate in litigation or disputes 
involving differences between mem- 
bers of the two professions, or involv- 
ing questions of what constitutes the 
practice of law or accounting, such dif- 
ferences and questions be referred to 
joint committees of state organizations 
of the two professions, where such 
committees exist, or to the National 
Conference. 


4. That, in the interest of uniform- 
ity, state committees maintain close 
co-ordination with the National Con- 
ference; and if resolution or differences 
seems impossible at the local and state 
level, they be referred to the National 
Conference. Particularly in the early 
years, it would seem to be in the best 
interest of all concerned for the Na- 
tional Conference to participate ac 
tively in the consideration and settle- 
ment of disputes which might serve 
as guides and precedents for other 
cases. 


5. That—again in the interest of uni- 
formity—where joint committees at the 
state level are appointed to deal with 
any differences which may arise, they 
be limited, where possible, to one to a 
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state, and their structure and _pro- 
cedure follow the pattern of the Na- 


tional Conference. 


It is hoped and believed that reso- 
lution of specific cases as suggested 
above will in time provide a body of 
precedent which will come to serve 
as a guide to members of the two 
professions. Such a body of precedent 
will, we think, prove of more practical 
value than attempts to find acceptable 
definitions of the fields of the two 
professions. 

The efforts of the National Confer- 
ence are not, of course, intended to be 
Their objective 
to en- 
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will be to avoid 
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and enable continuing co- 
operation between lawyers and certi- 
field public accountants in accordance 
with the ethical standards of the two 
professions. 


courage 


For the American Bar Association 
WituiaAmM J. JAMEson, Chairman 


Special Committee 
on Professional Relations 


For the American Institute 
of Accountants 


Joun W. QuEENAN, Chairman 
Committee on Relations with the Bar 


Dated: December 1956 


DEPARTMENT OF THE TREASURY 


Treasury Department Interpretation of Section 10.2 


of Treasury Department Circular 230 (31 C.F.R. 10.2) 


For some months the Treasury De- 
partment has had under consideration 
the revision of Treasury Department 
Circular 230 relating to practice before 
the Department. 

Congress has given the Treasury De- 
partment the responsibility of regulat- 
ing practice before the Department. 
It is in the exercise of this responsi- 
bility that the Department has issued 
the rules and regulations set forth in 
Circular 230. taking into consideration, 
among other things. the need of tax- 
payers for tax advice and assistance, 
the number of tax returns filed each 
year, the volume and complexity of 
problems relating thereto, the skills 
and training required for proper repre- 
sentation of taxpayers’ interests and 
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the availability of people who can pro- 
vide such service. : 

The Department believes the stand: 
ards prescribed in Circular 230 have 
generally operated in a highly satis: 
factory manner, have made available 
to taxpayers representatives to assist 
them in presenting their interests to the 
Department, and have facilitated fair 
and orderly administration of the tax 
laws, 

It is the intention of the Depart 
ment that all persons enrolled to prac- 
tice before it be permitted to fully 
represent their clients before the De- 
partment, in the manner hereinafter 
indicated. This is apparent from sec: 
tion 10.2(b), which states that the 
scope of practice (of agents as well as 
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attorneys) before the Department com- 
prehends “all matters connected with 
the presentation of a client’s interest to 
the Treasury Department”. Enrollees, 
whether agents or attorneys, have been 
satisfactorily fully representing clients 
before the Department for many years. 
The Department believes this has been 
beneficial to the taxpayers and to the 
Government and that there presently 
appears no reason why the present 
scope and type of practice should not 
continue as it has in the past. 


The Department’s attention has been 
called to the decisions of certain State 
courts and to statements which suggest 
interpretations of 
10.2(f) of the Circular. This subsec- 
tion makes it clear that an 
agent shall have the same rights, pow- 


varying section 


enrolled 


ers, and privileges and be subject to 
the same duties as an enrolled attorney. 
except that an enrolled agent may not 
prepare and interpret certain written 
instruments. The second proviso of 
the subsection states that nothing in 
the regulations is to be construed as 
authorizing persons not members of 
the bar to practice law. The uniform 
interpretation and administration of 
this and other sections of Circular 230 
by the Department are essential to the 
proper discharge of the above responsi- 
bility imposed on it by the Congress. 


De- 


proviso 


of the 
second 


It is not the intention 
partment that this 
should be interpreted as an election by 
the Department not to exercise fully its 
responsibility to determine the proper 
scope of practice by enrolled agents 
and attorneys before the Department. 
It should be equally clear that the De- 
partment does not have the responsibil- 
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ity nor the authority to regulate the 
professional activities of lawyers and 
accountants beyond the scope of their 
practice before the Department as de- 
fined in section 10.2(b) and nothing 
in Circular 230 is so intended. 

The Department has properly placed 
on its enrolled agents and enrolled at- 
torneys the responsibility of determin- 
ing when the assistance of a member 
of the other profession is required. 
This follows from the provisions in 
section 10.2(z) that enrolled attorneys 
must observe the canons of ethics of 
the American Bar Association and en- 
rolled agents must observe the ethical 
standards of the accounting profession. 
The Department has been gratified to 
note the extent to which the two pro- 
fessions over the years have made prog- 
ress toward mutual understanding of 
the proper sphere of each, as for ex- 
ample in the Joint Statement of Prin- 
ciples Relating to Practice in the Field 
of Federal Income Taxation. 

The question of Treasury practice 
will be kept under surveillance so that 
if at any time the Department finds 
that the professional responsibilities of 
its enrolled agents and enrolled attor- 
neys are not being properly carried out 
or understood. or that enrolled agents 
and attorneys are not respecting the 
appropriate fields of each in accordance 
with that Joint Statement. it can re- 
view the matter to determine whether it 
is necessary to amend these provisions 
of the Circular or take other appropri- 
ate action. 


(Signed) G. M. HuMPHREY 
Secretary of the Treasury 


Dated: January 30. 1956 
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Statement of Principles Relating to Practice in the Field 


of Federal Income Taxation Promulgated by the National 


PREAMBLE. In our present complex 
society, the average citizen conducting 
a business is confronted with a myriad 
of governmental laws and regulations 
which cover every phase of human 
endeavor and raise intricate and per- 
plexing problems. These are further 
complicated by the tax incidents at- 
tendant upon all business transactions. 
As a result, citizens in increasing num- 
bers have sought the professional serv- 
ices of lawyers and certified public 
accountants. Each of these groups is 
well qualified to serve the public in 
its respective field. The primary func- 
tion of the lawyer is to advise the 
public with respect to the legal impli- 
cations involved in such problems, 
whereas the certified public accountant 
has to do with the accounting aspects 
thereof. Frequently the legal and ac- 
counting phases are so interrelated and 
interdependent and overlapping that 
they are difficult to distinguish. Par- 
ticularly is this true in the field of 
income taxation where questions of 
law and accounting have sometimes 
been inextricably intermingled. As a 
result, there has been some doubt as 
to where the functions of one profes- 
sion end and those of the other begin. 


For the guidance of members of 
each profession the National Confer- 
ence of Lawyers and Certified Public 
Accountants recommends the following 
statement of principles relating to prac- 
tice in the field of federal income 
taxation: 


1. COLLABORATION OF LAWYERS AND 
CERTIFIED Pusiic ACCOUNTANTS DE- 
SIRABLE. It is in the best public inter- 
est that services and assistance in fed- 
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eral income tax matters be rendered 
by lawyers and certified public account. 
ants, who are trained in their fields by 
education and experience, and __ for 
whose admission to professional stand. 
ing there are requirements as to educa. 
tion, citizenship and high moral charac. 
ter. They are required to pass written 
examinations and are subject to rules 
of professional ethics, such as those of 
the American Bar Association and 
American Institute of Accountants, 
which set a high standard of profes. 
sional practice and conduct, including 
prohibition of advertising and solicita- 
tion. Many problems connected with 
business require the skills of both law- 
yers and certified public accountants 
and there is every reason for a close 
and friendly cooperation between the 
two professions. Lawyers should en- 
courage their clients to seek the advice 
of certified public accountants when- 
ever accounting problems arise and 
certified public accountants should en- 
courage clients to seek the advice of 
lawyers whenever legal questions are 
presented. 


2. PREPARATION OF FEDERAL INCOME 
Tax Returns. It is a proper function 
of a lawyer or a certified public ac- 
countant to prepare federal income tax 
returns. , 

When a lawyer prepares a retum 
in which questions of accounting arise, 
he should advise the taxpayer to enlist 
the assistance of a certified public ac- 
countant. 

When a certified public accountant 
prepares a return in which questions of 
law arise, he should advise the taxpayer 
to enlist the assistance of a lawyer. 
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3. ASCERTAINMENT OF PROBABLE 
Tax EFFECTS OF TRANSACTIONS. In the 
course of the practice of law and in 
the course of the practice of account- 
ing, lawyers and certified public ac- 
countants are often asked about the 
probable tax effects of transactions. 


The ascertainment of probable tax 
eflects of transactions frequently is 
within the function of either a certified 
public accountant or a lawyer. How- 
ever, in many instances, problems arise 
which require the attention of a mem- 
ber of one or the other professions, 
or members of both. When such ascer- 
tainment raises uncertainties as to the 
interpretation of law (both tax law and 
general law), or uncertainties as to 
the application of law to the transac- 
tion involved, the certified public ac- 
countant should advise the taxpayer to 
enlist the services of a lawyer. When 
such ascertainment involves difficult 
questions of classifying and summariz- 
ing the transaction in a significant man- 
ner and in terms of money, or inter- 
preting the finaneial results thereof, the 
lawyer should advise the taxpayer to 
enlist the services of a certified public 
accountant. 


In many cases, therefore, the public 
will be best served by utilizing the 
joint skills of both professions. 


4. PREPARATION OF LEGAL AND Ac- 
couNTING DocumEnTs. Only a lawyer 
may prepare legal documents such as 
agreements, conveyances, trust instru- 
ments, wills, or corporate minutes or 
give advice as to the legal sufficiency 
or effect thereof, or take the necessary 
steps to create, amend or dissolve a 
partnership, corporation, trust, or other 
legal entity. 


Only an accountant may properly 
advise as to the preparation of financial 
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statements included in reports or sub- 
mitted with tax returns, or as to ac- 
counting methods and procedures. 


5. PROHIBITED SELF-DESIGNATIONS. 
An accountant should not describe him- 
self as a “tax consultant” or “tax ex- 
pert” or use any similar phrase. Law- 
yers, similarly, are prohibited by the 
canons of ethics of the American Bar 
Association and the opinions relating 
thereto, from advertising a_ special 
branch of law practice. 


6. REPRESENTATION OF TAXPAYERS 
BEFORE TREASURY DEPARTMENT. Un- 
der Treasury Department regulations 
lawyers and certified public accountants 
are authorized, upon a showing of their 
professional status, and subject to cer- 
tain limitations as defined in the Treas- 
ury rules, to represent taxpayers in 
proceedings before that Department. 
If, in the course of such proceedings, 
questions arise involving the applica- 
tion of legal principles, a lawyer should 
be retained, and if, in the course of 
such proceedings accounting questions 
arise, a certified public accountant 
should be retained. 


7. Practice BEFORE THE Tax Court 
OF THE UNITED States. Under the 
Tax Court rules non-lawyers may be 
admitted to practice. 


However, since upon issuance of a 
formal notice of deficiency by the 
Commissioner of Internal Revenue a 
choice of legal remedies is afforded the 
taxpayer under existing law (either 
before the Tax Court of the United 
States, a United States District Court, 
or the Court of Claims), it is in the 
best interests of the taxpayer that the 
advice of a lawyer be sought if further 
proceedings are contemplated. It is 
not intended hereby to foreclose the 
right of non-lawyers to practice before 
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the Tax Court of the United States pur- 
suant to its rules. 

Here also, as in proceedings before 
the Treasury Department, the taxpayer. 
in many cases, is best served by the 
combined skills of both lawyers and 
certified public accountants, and the 
taxpayers, in such cases, should be 
advised accordingly. 

8. CxLarms FoR Rerunp. Claims 
for refund may be prepared by lawyers 
or certified public accountants, pro- 
vided, however, that contro- 
versial legal issue is involved or where 
the claim is to be made the basis of 
litigation. the lawyer 


should be obtained. 


where a 


services of a 


INVESTIGATIONS. 
accountant 


Tax 
public 


9, CRIMINAL 
When a_ certified 
learns that his client is being specially 
investigated for possible criminal vio- 
the Tax Law, he 


lation of Income 


should advise his client to seek the ad 
vice of a lawyer as to his legal and 
constitutional rights. 

Conc.usion. This statement of prin 
ciples should be regarded as tentative 
and subject to revision and amplifica; 
tion in the light of future experience, 
The principal purpose is to indicate the 
importance of voluntary cooperation be 
tween our professions, whose members 
should use their knowledge and skills to 
the best advantage of the public. It i 
recommended that joint committees rep 
resenting the local societies of both pro 
fessions be established. Such commit 
tees might well take permanent form a 
local conferences of lawyers and certified 
public accountants patterned after this 
conference. or could take the form of 
special committees to handle a specifid 
situation. 


Dated: May 1951 


Voted Resolution—Board of Regents 
The University of the State of New York 


Adopted October 28, 1955 


Upon the report of the Regents Com- 
mittee on Discipline, made in accord- 
ance with the provisions of chapter 514 
of the Laws of 1945, it was 


Voted, That the determination of the 
Certified Public Accounting Committee 
on Grievances in the of the 
application for the revocation of the 
certified public accountant certificate 
heretofore granted to Murray Talanker. 
Albany, be accepted and sustained; that. 
in compliance with the recommendation 
of said committee. certificate No. 8319. 
issued under date of April 26, 1940, to 


matter 
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Be! 


said Murray Talanker, permitting him 
to practice as a certified public account- 
ant in the State of New York. and 
his registration or registrations as a 
certified public accountant, wherever 
they may appear, be suspended for a 
period of one year from the date of 
service of the order effecting such sus 
pension: and that the Commissioner of 
Education be empowered and directed 
to execute. for and on behalf of the 
Board of Regents. all orders necessary 
to accept the determination of said Com- 
mittee on Grievances and to carry out 
the terms of this vote. 

Order of Suspension Served—Novem- 
ber 30, 1956. 
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